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| UNIFORMITY 


HE question of uniformity in 
accounting has, in recent years, 
received extensive considera- 
1} from students approaching it from 


the three different angles of regulating 





yy - ° 
lies, teachers of accounting, and 

: acticing accountants. And _ while 
me of the literature might create 


impression that the first and sec- 


re 


} 


of these are generally striving for, 


uni- 


iui 


yosINg, 


ind the third, generally opy 

rmity, the actual differences between 
the three, as evidenced by specific pro- 
far less considerable than 
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al are 
1 
rhit 


rt 


at first be supposed. Miscon- 
ions on this point are largely due 


1 tendency to ignore the wide extent 
the field in which uniformity already 
xists, and the limited possibilities of 
tending that area. Indeed, the differ- 
between the three 
a matter of terminology. 


practically every existing or 


groups are 
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native modes of treatment are provided 


-d uniform classification, alter- 


departures from prescribed meth- 
are permitted in special cases. So, 
academic advocates of uni- 
contemplate “‘flexi- 
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IN ACCOUNTING 
MAY 


bility” in the application of uniform 
principles and the making of exceptions 
to their applicability. The practicing 
accountant objects to the use of the 
word “uniform” because he believes 
it is likely to be interpreted as indicat- 
ing a greater degree of uniformity and 
comparability than is achieved under 
existing “‘uniform classifications” or is, 
in fact, possible. Regulating bodies and 
instructors are apt to favor the use of 
the word because it expresses their 
ideal, although most of them recognize 
that that ideal is far from being wholly 
attainable. 


There are, no doubt, those who think 
that accounting should be governed by 
some inexorable principles resting on 
purely scientific grounds, and that to 
suggest that methods 
should be determined by the useful- 


ness of the results is to surrender to 


accounting 


an unworthy expediency. This, as | 
hope to show, is not the case. Account- 
ing must be largely conventional, and 
the merit or demerit of each convention 
must be decided by the practical re- 


sults which it produces. 
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Again, some who talk of complete 
uniformity seem to think that the only 
alternative thereto is complete an- 
archy, and that those who oppose 
uniformity are demanding license to 
determine income according to their 
own fancies or selfish interests. This 
view, also, is mistaken. The conven- 
tions governing the treatment of the 
overwhelming majority of transactions 
are well established, and the cardinal 
importance of consistency in account- 
ing is now universally recognized. 

In complying with the request of the 
editors of the Harvard Business Review 
for a brief discussion of recent develop- 
ments in relation to this problem, I 
may perhaps be permitted to take as a 
starting point the lectures which I de- 
livered at the Harvard Business School 
in the spring of 1937, and in the inter- 
ests of brevity to limit the discussion 
now, as then, to the question of the 
income account. 

In those lectures, I suggested that 
real progress toward better accounting 
could only be based on recognition of 
the difficulties in the way of attaining 
complete uniformity, which arise from 
four main considerations: 


(a) that profits are not in any real sense 
the result of operations during any 
short period of time—therefore, 
allocation to any such short pe- 
riod must be in part conventional; 

(b) that accounts are required for varied 
purposes, and that the same con- 
ventions are not always the most 
appropriate for all these different 
purposes, this being particularly 
true of the treatment of items of 
unusual character or exceptional 
magnitude; 

(c) that, in general, there are two main 
criteria, differing essentially in 
their character, for determining 
when income arises: 


(1) when it accrues, as in the case 
of interest; 

(2) when a transaction, or a series 
of transactions, is com- 
pleted, as in the case of in- 
come from manufacture and 
sale. 

Of the two criteria, the first js 
theoretically preferable but of 
comparatively limited applica- 
tion, and in the great majority 
of cases, the second criterion 
is applied. Obviously, difficult 
questions arise as to what con- 
stitutes a series of transactions, 
the completion of which shall 
be deemed to give rise to 
income. 

(d) There is always a question how far 
the motive for entering into a 
transaction shall be allowed to in- 
fluence its accounting treatment. 


In those lectures, also, I indicated 
that the principal points on which uni- 
formity had not so far been reached 
related to: 


(a) inventories; 

(b) depreciation; 

(c) the problems connected with the 
premature termination of useful 
life; 

(d) correction of estimates and charges 
and credits strictly relating to the 
accounts of previous periods. 


The purposes for which accounts of 
income are required include the formu- 
lation of business and fiscal policies; 
the determination of amounts avail- 
able for dividends; the determination 
of reasonable rates of charge; the 
determination of taxable income on an 
economically sound basis; the deter- 
mination of the fair capital value of 
property or of the securities to which 
beneficial interest in the income 
attaches. 
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Un iform ity in 


Accounting Development and Public 


Regulatory Bodies 


In recent years attention has largely 
been focused on the last-mentioned of 
these purposes as an incident of the 

vement for the protection of those 

. buy and sell securities; and today 
Securities and Exchange 
powerful 


bal ly the 
Commission is the most 
single influence in our country in the 
termination of the course of account- 

development. The value of the 
work of the Commission is unquestion- 
able, but the fact cannot be overlooked 
that there is constant danger of undue 
emphasis being placed on the income 
account as a guide to capital values 
i those who are constantly buying 
and selling securities; that the point of 
view of f the speculator in securities will 


receive more recognition than that of 


the (socially more — le) investor. 
\]l those interested in the develop- 
ment of accounting saiiinn have 


watched with interest the action of the 
Commission in this field. There has 
been a perceptible slowing up, if not 
versal, of a trend toward “ieid uni- 
formity. In an important statement of 
administrative policy issued on April 
25, 1938, the Commission indicated 
that where a difference of opinion 
might exist between the Commission 

registrant as to the proper 
rinciple of accounting to be followed, 
it would not insist on change of the 
financial statements themselves if there 
hould be substantial authoritative 





rey 


support for the practices followed by 
the registrant and if the Commission 


had not laid down rules or regulations 
verning the treatment dealing with 
: points. The Commission has pro- 
‘eded cautiously in laying down rules 
issuing opinions on controversial 

+; : . . 1 
ions, and has in this field worked 


cA ccounting 


> 
R) 
in close harmony with accounting 
bodies. 

Turning to taxation, we find the 
Revenue Act of 1938 notable for a new 
recognition of the principle that income 
should be determined according to the 
method of accounting regularly em- 
ployed in keeping the books of the tax- 
payer, which has long been embodied 
in the law, but the application of which 
has been increasingly restricted by 
Treasury regulations. Section 22(d) of 
the Act expressly adds, to the alter- 
native methods of inventory valuation 
authorized, the so-called “last in, 
first out”? method of valuation, which 
has acquired a considerable vogue in 
recent years as a development from or 
modification of the old basic stock 
method which the Treasury has refused 
to recognize. This action by the Con- 
gress is the more significant because 
there has been in some quarters a 
tendency to insist on a single uniform 
method of inventory valuation and to 
reject the illogical, but in many re- 
spects practically meritorious, method 
of valuation at cost or market, which- 
ever is lower. 

In the field of public utility regula- 
tion, an important development has 
occurred which strikingly illustrates 
the conflict between the accounting 
requirements for the purpose of regu- 
lation of rates of charges and for the 
determination of the true income of the 
corporation. The regulations promul- 
gated by the Public Service Commis- 
sion of the State of New York, effective 
January 1, 1934, followed by the regu- 
lations of the Federal Power Com- 
mission, effective January I, 1937, 
contained provisions that property 
investment should be determined on 
the basis of the cost of the property 
to the first owner by whom it was 


devoted to the public service, the 
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object being, presumably, to exclude 
from the rate base any increase over 
such original cost paid by the present 
operators of the property. As a corol- 
lary, allowances in respect of the 
exhaustion of property in use would be 
limited to the original cost rather than 
extended to the enhanced price paid 
by a later purchaser. Obviously, for 
the purposes of determining the gain 
or income of the present owner, the 
capital investment for the maintenance 





of which it must provide by deprecia- 
tion or retirement charges is the cost 
to it—not the cost to a previous owner 

so that application of the new prin- 
ciple involves a dual accounting. 

In this field, also, there has been a 
trend away from the retirement method 
of accounting for property exhaustion 
to the depreciation method. In some 
cases, the straight-line depreciation 
method has been specifically required, 
though in other cases the requirements 
have been made less explicit—partly, 
perhaps, because the application of the 
straight-line method still seems irrec- 
oncilable with Supreme Court de- 
cisions relating to depreciation either 
as an element in determining present 
value or as a charge against earnings. 


Recent Studies of Uniformity in 
Accounting 

From academic sources in recent 
years have come a number of con- 
tributions to the study of the problem 
of uniformity. In 1936 the American 
Accounting Association issued 4 Ten- 
tative Statement of Accounting Prin- 
ciples Underlying Corporate Financial 
Statements. In putting forward this 
document, the Association had to face 
the problem, which is always present 
in such cases, of determining what 
weight should be given to the different 
purposes for which accounts are re- 


quired. Its decision apparently was to 
accept as the dominant principle that 
the income account should be so stated 
that the aggregate of the balances of 
the account for any series of years 
would be equal to the income that 
would have been shown by a single 
income account covering the entire 
period. 

It may be questioned whether this 
is the most practically useful objective. 
The greatest usefulness of income ac- 
counts is in indicating, as nearly as 
possible, the income fairly attributable 
to a period in the recent past; and from 
the investor’s point of view, the ideal 
combination of accounting and fiscal 
policies is perhaps one under which in- 
come and outgo are allocated as accu- 
rately as possible to the years to which 
they belong, provision is made for 
depreciation and normal obsolescence 
on a conservative estimate of useful 
life, provision is made in a similar way 
for other uncertainties, and a portion 
of the income shown is retained in the 
business to provide for any major losses 
which may arise or serious inadequa- 
cies of provisions which may be dis- 
closed as the result of unforeseeable 
developments. Under such a policy, 
overlapping items and corrections of 
estimates of a minor character would 
be absorbed in the income account of 
the year in which they were discov- 
ered. Those of a major character 
would be fully disclosed and charged 
against the undivided income held in 
reserve for just that purpose, or if 
credits, added thereto. 

Such a policy would meet the needs 
of the great majority of readers of ac- 
counts whose study of them is brief 
and inexpert. At the same time, all 
necessary material would be available 
for those whose examination is more 
searching and who might desire to 
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restate the accounts in a manner 
suited to their own requirements. 
Under the Association’s proposals, 
all corrections of estimates of previous 
years would be charges or credits to 
the income account of the year in 
hich the correction would be made. 


ICI 


wh 
[f a uniform treatment of such correc- 
tions has to be adopted, probably that 
suggested by the Association is the 
most satisfactory; but, obviously, if it 
were followed, the balance of income 
for a particular year would not repre- 
sent an estimate of the income fairly 
attributable to the year, but a com- 
bination of such an estimate with an 
adjustment in respect of former years, 
with the latter element sometimes 
predominating. 

In order to meet criticism on this 
ground, the Committee recommended 
that the income account be divided 
into two portions, in the first of which 
would be included the items relating 
to the income for the year, and in the 
second, any corrections of estimates 
in respect of previous years. In one 
paragraph, the statement 
that “realized capital gains and losses 
and extraordinary credits and charges 
resulting from income realization and 


proposed 


cost amortization not connected with 
the operations of that period”? should 
be shown in the second section, but in 
nother paragraph it is said that the 
second section should include “sub- 
tantial adjustments” 


Dut not 


sé 


applicable to 
recognized in prior years. 
\pparently, therefore, the authors con- 
emplate that unless adjustments ap- 
licable to but not recognized in prior 


he Statement, this suggestion is prefaced by the 
tatements for a series of per 1s should 

torted or artificially stabilized through the 

I creating large perating reserves in certain 

e ind charging to such reserves losses in suc 


ds which it is desired not to reflect in 


years are very substantial, they should 
be absorbed in the first part of the 
income account of the year in which 
they are recognized. 

Most accountants would, I think, 
agree with this policy; but clearly it 
leaves the treatment of such items to 
be determined on the basis of judgment 
as to their importance—not upon a 
fixed principle. The effect of the adop- 
tion of the combined proposals would 
probably be to produce an income ac- 
count, the items in the first part of 
which would not be very different from 
those in the ordinary income account of 
today, and the items in the second part 
of which would be scarcely distinguish- 
able from those which are now charged 
to profit and loss or earned surplus 
account. It is doubtful, therefore, 
whether the adoption of the proposals 
would result in much more than a 
change of nomenclature. 

The Association’s proposals for treat- 
ment of the question of precautionary 
reserves contemplate a distinct depar- 
ture from present practice and are 
highly debatable. The proposed rule is: 


Any loss arising from such contingencies 
should be reflected not in the reserve but 
in the income statement of the period in 
which the loss is incurred.! 


It is not clear in what sense the word 
‘“‘incurred”’ is used. It would, perhaps, 
be correct to say that many losses not 
ascertained until the 1930's were in- 
curred (or brought upon the sufferers) 
by foolish expenditures or commit- 
ments in the 1920’s. Clearly, also, the 
damages for patent infringement are 


the current income statement.” 


This comment does not advance discussion of the 


question but, rather, raises explicitly the irrelevant 
question of the good faith of corporation accountants 
and implicitly, the question of the judicial character 
of the attitude of the authors of the statement. 
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incurred when the infringement takes 
place, though they may not be deter- 
mined until years later. 

It is also pertinent to ask when the 
loss from obsolescence is incurred 
which the Association rules should be 
provided for by annual provisions simi- 
lar to those for depreciation and deple- 
tion. For obsolescence is one of the 
commonest and most typical of those 
losses which, although uncertain as to 
amount and time of incidence, are so 
nearly inevitable in industry and so 
important that every conservative ex- 
ecutive desires to provide for them as 
best he can by anticipatory reserves. 

It may also be asked, would the 
Association deny self-insurers the right 
to charge quasi-premiums to operations 
and credit them to a reserve to 
which losses, when incurred, would be 
charged, and would it insist that the 
losses in such cases be charged to the 
income of the year and a corresponding 
transfer made from the insurance re- 
serve to surplus? My own view is that 
the Association is here sacrificing the 
practical usefulness of accounts to an 
ideal of uniformity which cannot in 
any case be rigidly enforced. 

The lack of uniformity in the treat- 
ment of corrections of past estimates 
and exceptional items in annual ac- 
counts appears to me to be a matter 
of somewhat exaggerated concern to 
the Association. There is obviously no 
truly correct way of reflecting correc- 
tions of past estimates except to re- 
state the accounts for the years in 
which the original estimates, which 
have since proved to be erroneous, 
were made, and this is clearly not 
practicable for the purpose of annual 
reports. 

Restatement is possible and emi- 
nently desirable in the preparation of 
statements covering a number of years 


in the past, as in the case of a state- 
ment designed for use in the prospectus 
of a new issue. However, as I pointed 
out in an address which appeared in 
The Journal of Accountancy of January, 
1937, there is under present practice 
as regulated by the Securities and 
Exchange Commission less disposition 
to make adjustments of this character 
for the purposes of a prospectus than 
existed in the days prior to the regu- 
lation of security issues. Then it was 
the custom to restate the accounts for 
the past years in the light of all the 
information available at the time when 
the issue was to be made; now there 
is great reluctance to change figures 
which have once appeared in an annual 
report filed with the Commission and 
a disposition to deal with the later dis- 
coveries rather by notes than by ad- 
justments. The result is, I think, a 
distinct impairment in the usefulness 
of income figures as ordinarily pub- 
lished in prospectuses. 

The statement of the Association 
does not deal specifically with inven- 
tories, but this point would seem to be 
covered by the general declaration: 


If values other than unamortized costs 
are to be quoted they should be expressed 
in financial statements only as collateral 
notations for informative purposes. 


But while insisting on cost as the basis 
for the formal accounting, the state- 
ment intimates that the principle 
“should be applied with enough flexi- 
bility to meet legitimate business and 
financial needs under all ordinary 
circumstances.” This would appar- 
ently permit the cost unamortized to 
be determined on any one of a number 
of bases of inventory determination, 
such as ‘“‘basic stock method,” “first 
in, first out,” “‘last in, first out,’’ or 


es. 


the “average method,” and would 
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therefore not produce a very high de- 
sree of uniformity. Its principal effect 
apparently would be to bar the use in 
formal accounting of the “cost or 
market, whichever is lower’’ basis, 
lvocates of which can point to its 
extremely wide adoption, in spite of its 
\bviously illogical character, as persua- 
sive evidence of its practical wisdom. 
Another contribution to the discus- 
sion of the problem of uniformity under 
the title, 4 Statement of Accounting Prin- 
, is the work of two professors of 
accounting and one of law.? This 
pamphlet aims to outline existing 
practices rather than to lay down new 
rules, but in general the inference is 
lear that the authors do not favor an 


Li 


attempt to put accounting into a 


traight-jacket at the present time. 
The American Institute of Account- 
ts has in recent years given much 
consideration to the question. In gen- 
eral, its aim has been to make progress 
through cooperation rather than by 
unilateral action. Its committees, co- 
operating with the Securities and Ex- 
change Commission, other regulatory 
stock exchanges, and 
others, have unobtrusively accom- 
plished substantial results. The Insti- 
tute has, however, been alive to the 
danger of laying down fixed rules of 


commissions, 


universal application on the basis of a 
single case or a few cases, and it has 
realized the unwisdom of establishing 
rules under which procedure would be 
determined by form rather than by 
substance. Apparently, the Securities 
and Exchange Commission also recog- 
zes these dangers, and that recogni- 
n is doubtless responsible for the 
tion with which it is proceeding in 
iling with the problem. 


as Henry Sanders, Henry Rand Hatfield, 
nderhill Moore. New York: American Institute 
intants, 1938 


Welcome evidence of accord is to be 
found in recent pronouncements on 
the question of transactions by a cor- 
poration in its own stock. Early this 
year the committees of the American 
Institute of Accountants expressed the 
view that such transactions could not 
result in a proper credit to income 
account. This pronouncement was 
quickly followed by a similar ruling 
by the Securities and Exchange Com- 
mission, and both rulings are in accord 
with the views expressed in 4 Tenta- 
tive Statement of Accounting Principles 
issued by the American Accounting 
Association, to which I have referred. 

It may be noted that at the same 
time the courts in tax cases have been 
expressing conflicting opinions, both 
on the question whether the excess 
over cost of the price realized on the 
sale of treasury stock that has been 
purchased in the market is income, and 
whether it is taxable income under the 
law and regulations. This case illus- 
trates both the way in which progress 
can most advantageously be made and 
some of the difficulties encountered 
in the approach to uniformity. 


Conclusion 


There is, no doubt, a desire for 
uniformity in accounting which is a 
part of a vague, general yearning for 
rules which will eliminate (or at least 
obscure) the complexities and uncer- 
tainties of life. Uniformity should be 
regarded not as a goal in itself, but as 
a possible aid in making accounts more 
valuable, particularly to the unskilled 
reader with a legitimate interest in 
them whose claims to consideration are 
now generally recognized. If we could 
rely on all accounts being an interpre- 
tation of all the relevant facts accord- 
ing to the best judgment of honest 
and competent persons, exercised with 
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an understanding of the purpose for 
which the accounts were to be used, 
uniformity would become of minor 
importance. But that ideal is not uni- 
versally attainable, and some measure 
of required uniformity undoubtedly 
has a beneficial restraining effect where 
an honest use of discretion cannot be 
relied on, as well as a usefulness for 
broad statistical purposes. 

My own conviction is that substan- 
tial further progress can be made by 
judicious cooperation between the dif- 
ferent groups which are interested in 
this subject, but that a necessary pre- 
liminary is a clearer understanding of 
the limitations as well as the impor- 
tance of accounts and of the fact that 


the greater the uniformity the more 
rigid the limitations. And while to some 
extent accounting conventions are a 
practical necessity, accounts may prop- 
erly vary according to the legitimate 
purposes for which they are prepared. 
So-called principles of accounting are 
not of the same character as the fixed 
laws of the natural world but prin- 
ciples in the secondary sense of “rules 
adopted or professed as a guide to 
action,” so that they are neither in- 
evitable nor immutable, but depend 
for their right to continued recogni- 
tion upon continued usefulness for the 
purposes for which accounts are mainly 
employed. 
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STRATEGY IN INDUSTRIAL LOCATION 
BY ELIOT G. MEARS 


HERE is no business problem 

of greater significance than that 

of location. Why an economic 
activity occurs at Site A rather than at 
Site B, Site C, or elsewhere is a central 
fact within the fields of organization 
and management. Perforce, a poorly 
selected location is wasteful, while an 
approach to an ideal situation is bene- 
ficial for the individual firm, the 
ommunity, and the national welfare. 
Location involves such important ele- 
ments as the actual and relative dis- 
tance between the producing and 
consuming centers, the ease of access 
to these agencies, and the minimizing 
of the various costs of enterprise. The 
economic position of an establishment 
has always been noted as of prime, per- 
haps of exclusive, importance, yet with 
respect to the initial or later industrial 
location the world today is now stress- 


ing other factors as well. It is this 
changing emphasis in the _ strategic 
location of industries, which has be- 
come far more advanced in Europe 
than here for reasons which can be 
readily understood, that warrants a 
new orientation in this phase of busi- 
ness planning and technique. 


Factors Influencing Location 


Where are manufacturing plants 
located? The normal list of factors in- 
ludes those of sources of supply, 


Notably housing, health, transport, and labor. In 
United Kingdom, for example. the regional con- 
recognized. That the situation is 
ed as a distinct social menace is evident in the 
n of the House of Commons (No 
18, 1936), appended to the official ques 
r foreign persons desirous of setting up 
ifacturing establishments: ‘‘That, owing to the 
the recognised industrial areas of 


power, labor, markets, capital, and 
those other pertinent features thought- 
fully and wisely stressed by engineers 
and private firms. These components 
are active and dynamic. But we cannot 
keep abreast of the times if our think- 
ing stops with the foregoing economic 
and efficiency gauges. Other considera- 
tions of vital consequence, frequently 
omitted from textbook material and 
public addresses, are often heavily dis- 
counted or omitted altogether. Onerous 
taxation burdens levied by national, 
state, and local authorities are tending 
to overweight the financial administra- 
tion of industry within the manage- 
ment sphere, as exemplified by the 
incidence of taxes based on the factory 
buildings or on earnings, the legisla- 
tion regarding wages, and interregional 
competition. Most of these forces, 
likewise, operate directly or indirectly 
within the scope of social and public 
activity. 

In addition to the more strictly eco- 
nomic and engineering aspects, we are 
becoming clearly aware of the implica- 
tions which derive their influence 
mainly from a new viewpoint toward 
financial and social! questions. Scarcely 
any overt attention, however, is being 
directed in North America to the over- 
shadowing conception of the industries 
within its frontiers with respect to the 
life, decay, or possible starvation of a 

} 


many major exporting industries upon which the 


- . ] : Ls . : , 2 
eminent commercial posi 1 of this coun ‘ 
pre-eminent r p tf this country was 
built, this House is of the opinion that steps should at 


once be taken to prevent further industrial concentra- 





| aeons 
South by diverting 


j 1 1 
new undertakings to those areas where unen pl y- 


, ; 
tion around London and in the 


ment and under-employment have for long caused 


hardship and distress among industrial populations 
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nation. The failure to isolate this 
vital feature in a country’s economy 
and planning means not only that the 
enterprise becomes divorced from the 
national interest but also that private 
action remains oblivious to the public 
needs. As planners, we must choose 
between a probable condition of peace, 
defense against war, or war itself 
around the site selected; otherwise the 
problem of factory location resolves 
itself into an academic discussion. 

In the powerful totalitarian countries 
today, this industrial aspect requires no 
elaboration; but far less is it realized 
that in practically every European 
country, including notably the democ- 
racies of France and Great Britain, 
despite the far less autocratic control 
by the public authorities, the same 
elements are receiving the major at- 
tention of statesmen and industrial 
magnates. It is probably not an 
exaggeration to state that political rea- 
sons, primarily military, considerably 
overbalance the far more desirable free 
conditions under a peace economy in 
most countries. As never before, the 
staffs of the war and naval departments 
are consulted upon all important indus- 
trial matters, foremost of which is the 
strategy of location. The developments 
in this respect since 1914, conspicuous 
during the twenties but highly spe- 
cialized during the past six years, is a 
phenomenon which has become accen- 
tuated in areas of potential war danger. 
Under the New Deal, the political 
phases of industry have received no- 
table attention with respect to social 
legislation and labor unions, yet the 
military aspects of European industrial 
changes also have a bearing on Ameri- 
can affairs that cannot be disputed. 
* An interesting illustration of the world’s largest 


shoe manufacturing firm is the Bata works at Borovo, 
Y ugoslavia, described by Hugo von Hann in the /nter 


The nature and type of articles to be 
produced—for example, chemicals, 
motor vehicles, boots and shoes, aero- 
planes, or food—governs largely the 
national strategy in any programs 
affecting industry. Yet the net result 
is not open to question, for all indus- 
trial establishments are clothed with 
the national interest. In a somewhat 
analogous fashion, we have already 
recognized this trend in the vast ex- 
pansion of the branch plant movement 
in foreign lands.? Likewise, the world 
trend toward nationalism has stimu- 
lated domestic manufacturing along 
the lines outlined by the Balfour Com- 
mittee on Industry and Trade in 1926. 
Views of Certain Economists 

It is well to remember that Adam 
Smith, in spite of his belief in a free 
order of society and Jaissez faire gen- 
erally, took it for granted that na- 
tionality was a natural condition for 
mankind. His arguments, however, re- 
lated to the means to be employed 
rather than the goal to be attained. 
Adam Smith’s devotion to his country 
is unmistakable throughout his writ- 
ings. An extreme example is his de- 
fense of the harsh navigation acts 
which he termed, as you recall, “‘the 
wisest of all the commercial regulations 
of England.” He was also the author 
of that phrase, “Defence is of more 
importance than opulence.” Friedrich 
List, an avowed protectionist, who had 
evolved many of his ideas when he 
resided in the United States, admitted 
that Smith was altogether right in 
advocating a free interchange of goods 
for the British Isles, since the latter 
were in the van of industrial develop- 
ment. Adam Smith’s dictum regarding 
national Labour Review, vol. XXXVI, No. 6, Decem 
ber, 1937. 
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the advantages of rich, powerful, pros- 

us neighbors is as true as when it 
was first written—as long as it is 
economic relations which we envisage. 
Rut here is our dilemma, which con- 


ts alike the naval and military 
trategists, the statesman, the social 
worker, the engineer, and the econo- 
mist. In brief, to what ends are nations 
people toiling? Like most persons 
intelligence and integrity, Adam 
Smith believed in an organized society 
in which patriotism had its proper 
place. 
\n able interpreter, Sir Josiah Stamp, 
written recently that economic 
tionalism in the world today is 
dividing nations into two groups. The 
group, he says, consists of those 
who are desirous of self sufficiency at 
any cost, which means that they are 
striving to produce at home everything 
possible; the eventual result of this 
policy, he observes, means bankruptcy 
for the nation and eventually for the 
world. The second policy is that of the 
economic procurement of commodities 
from any source, except that certain so- 
illed ‘“‘key” commodities are to be 
made available at home despite the 
ided cost. With this analysis I believe 
that we must agree. Economic na- 
tionalism carried to the ultimate end 
lls ruin for those who practice it 
rigidly and also for those who do 
for neither the supply nor the 
rket for goods is a monopoly of any 
nation. Man with a wand cannot 
luce commodities locally which are 
indigenous to the soil and the 
ality any more successfully than a 
\ing Canute could command the tides 
ng the shore. To create many things, 


i¢ 


inventor in the laboratory can 
a protectionist program, but 
f doors his efforts are futile. The 
cts of nature cannot be legis- 


lated into existence, nor can the 
wheels of trade between nations be 
directed by a single nation or any 
bloc. The partial failure to recognize 
these limitations upon man is resulting 
in unnatural, hence uneconomic and 
costly, experiments which play a lead- 
ing part in the current of political 
geography. 


Strategic Considerations 


What industries are desirable for a 
nation? Which ones are necessary? 
Who is competent to estimate the 
short-time against the long-time re- 
quirements? Are the motives primarily 
those of peace, defense, or actual war- 
time demands? Both the listing of 
commodities and the relative degree of 
urgency are closely related to the 
mainspring of action. Where an arti- 
ficial condition arises as of emergency 
or war, the operation of /aissez faire 
cannot awake a sufficiently early re- 
sponse. Thus we have a situation where 
practically every nation is conceiving 
emergency measures, usually justified 
upon a defense basis, so that, for 
example, we find in such distant 
localities as Argentina and British 
India active plans for bombproof cel- 
lars. What is happening everywhere 
we may term self-sufficiency, or self- 
preservation, or national pride, or 
prestige, et cetera, but inherently the 
political and human problem is one of 
self-defense. 

In his recent volume entitled The 
Defence of the Empire, Sir Norman 
Angell makes the shrewd observation 
that nations have always been far more 
interested in defense than in peace. 
This statement alone is sufficient ex- 
planation why the earliest manifes- 
tations of self-defense, which were 
personal and tribal, have been applied 
with little opposition and a minimum 
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of imagination. Early and later policies 
(never the same, incidentally) directed 
by the State against incoming peoples 
(immigration), against capital (foreign 
investment and loans), and against 
goods (imports), are built upon an 
instinctive defense-mechanism which 
we all possess; hence we look to the 
State for guidance and direction. 

One aspect, which is most urgent and 
difficult, is to decide what supplies of 
food, fuel, industrial materials, machin- 
ery, and finished products need to be 
stored, and in what quantities? Japan 
met this problem in the case of petro- 
leum by a public requirement over a 
year ago that every oil company doing 
business in Japan should keep on hand 
a storage supply for the ensuing six- 
month period. The present five-year 
program there, similar to the one 
inaugurated in Manchoukou, has a 
prime industrial objective upon a broad 
basis. Novel methods are being adopted 
in other progressive countries. To illus- 
trate, in England natural cheese is 
being placed into patent valved cans 
which allows it to “breathe,” and 
underground dumps have been pre- 
pared for storing also canned fish, 
canned bread, and other food deemed 
necessary in a time of emergency. 

The urgency resulted in the creation 
of the Food (Defense Plans) Depart- 
ment of the Board of Trade in Novem- 
ber, 1936, with powers extended in the 
spring of 1938 to include the subsidiz- 
ing of stocks held by private firms as 
well as those purchased direct by the 
Government, and also access to special 
Treasury grants for purchasing and 
warehousing stores. The later legisla- 
tion followed the announcement of the 
large secret purchases of wheat, sugar, 
and whale oil for emergency needs. 
Great Britain normally imports for hu- 
man consumption approximately half 


of her meat, three-quarters of her 
sugar, cheese, and fruit, seven-eighths 
of her cereals, and all her tea, coffee, 
chocolate, and cocoa requirements, 
Without supplies from overseas this 
island kingdom is never more than a 
few weeks away from starvation. 
While there is no desire in this treat- 
ment of the industrial location problem 
to exaggerate the military aspects, 
nevertheless we would be remiss in 
failing to cite examples such as the 
Maginot Line along the French frontier, 
or the “‘shadow”’ factories of Western 
Europe adapted for immediate occu- 
pancy and use for abnormal conditions. 
The ability to convert existing estab- 
lishments from peacetime to wartime 
needs has been the subject of intensive 
study in America as well as in Europe, in 
the Antipodes as well as in Asia. Many 
of these plans are common knowledge. 
But what has been less clearly recog- 
nized is the reverse influence at work in 
factory location, namely, a partiality 
sometimes for the mountain fastness 
rather than a natural propinquity, the 
recognized value of isolation rather 
than that of accessibility. The applica- 
tion of business geography to industrial 
requirements now concerns directly the 
capitalist as well as the entrepreneur, 
the community planner and organized 
groups, the military as well as the 
political branch of the government. 
More than ever before, maps are re- 
quired to show the distance between 
political frontiers, the configuration of 
the earth’s surface exhibited interre- 
gionally and intraregionally, the source 
of national supplies, the relation of 
population to area, and the localities 
where allied industries are functioning. 
The public and private features are not 
mutually exclusive. In this age of fear, 
it is no longer wise or satisfactory to 
regard location as a strictly economic, 





her 
ehths 
offee, 


ents. 


reat- 
blem 
ects, 
S in 

the 
tier, 
tern 


CCu- 





Strategy in Industrial Location 13 


engineering, or business matter. Loca- 
tion for what? Is the objective to start 
new enterprise in the best possible 
ot, having in mind economy and 
ficiency; or is it designed to absorb an 
idle population, hence a social problem; 
the main consideration that of 


military defense, namely, strategic? 


Which is the underlying idea? Do the 
ideas overlap? How does one gauge 
how much weighting to give to one 


r contrasted with the others ? Cur- 
rent illustrations are the Reich Four 
Year Plan applied to former Austria, 

1 the transfer of the great Skoda 

initions works at Pilsen to a less 
exposed location. Since it is humanly 
impossible to serve all ends at the same 
time, a choice must be made. 


Present Planning for Location 


[hese various considerations, nu- 
and often conflicting, make us 
hesitate to continue the accustomed 
nning ideas in the location of indus- 
tries. In the past the prime factors have 
been raw materials, power, labor, capi- 
tal, and markets, with an increasing 
lency toward markets as the main 
vation. In any study, however, the 
played by transport is usually of 
rank, despite its submergence and 
rent disappearances under some 
factors which I have enumerated. 

lf the future location of workshops 
ld be governed entirely by con- 
erations of economy and efficiency, 
problem of determining a satis- 
location would be relatively 

he realistic aspect of our prob- 
however, makes political bodies 
ider other than purely economic 
ves. A conscious effort has been 
in Great Britain to encourage 
with foreign capital to locate in 
Special Areas or in other old indus- 
tricts. From the strategic stand- 


point the situation becomes more 
delicate and difficult largely because 
the London Metropolitan Area offers 
probably the best business opportunity 
for new enterprises, yet from across the 
Channel, as well as in the air, that 
region is regarded as especially vulnera- 
ble from a military standpoint. 

Then there is the question of state 
socialism. Should industry be allowed 
to locate when and where it will? More 
than ever before this position is being 
challenged. In Germany for some time 
the strategic as well as economic phases 
have received most careful considera- 
tion. The student of history might con- 
clude that England and the English 
would be the last stronghold against an 
ordered plan and program, such as the 
adoption of a system of licenses; yet the 
present Conservative Prime Minister, 
formerly the Chancellor of the Ex- 
chequer, has stated that he saw nothing 
revolutionary in prohibiting enterprises 
in certain areas, since this was merely 
an extension of the established practice 
of zoning in town and country plan- 
ning. This return to somewhat similar 
practices in Elizabethan times has 
found a more positive supporter in 
Sir Malcolm Stewart, Commissioner 
for the Special Areas of England and 
Wales, who stated in his Third Report 
(1936) that while he did not believe it 
possible to compel either existing or 
new industries to go to a predetermined 
locality, nevertheless an official policy 
of refusal to permit industries to settle 
in specified places was in his judgment 
a not objectionable possibility. 

The promotors of new enterprises in 
Britain are now required to consult 
separately with officials of the Home 
Office, the Ministry of Labour, the 
Board of Trade, Special Areas, and fre- 
quently other departments. Although 
the President of the Board of Trade has 
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expressed himself strongly against in- 
troducing other than the economic con- 
siderations, public attention is now 
being directed toward the use of per- 
mits and special licenses in prevent- 
ing other industries from locating in 
Greater London and other strategically 
vulnerable regions. The Royal Com- 
mission on the Geographical Distri- 
bution of the Industrial Population, 
which has been holding public hearings 
since October, 1937, has been giving 
such possible developments a great deal 
of attention. These changing problems 
are due principally to the speeding up 
of transport and communication, exem- 
plified most clearly by the conquest of 
the air. While the locus of an industrial 
plant must be designed with reference 
to the areas of raw materials, power, 
labor, and other considerations, the 
focal location with regard to these 
requirements and also the military has 
come strongly to the fore. 


Conclusion 


In conclusion, the location engineer 
of the present and future cannot remain 
content with the analysis and synthesis 
of those factors, largely of an engineer- 
ing and economic character, which have 
well served their purpose almost until 


the present day. Taxes are a live issue. 
Vastly enhanced strength in the ranks 
of labor, with active or tacit govern- 
ment support, has accentuated those 
social attributes which divide man from 
the machine. Furthermore, there is no 
known correlation between industria] 
eficiency and public finance, between 
public finance and social welfare, or 
between national economics and social 
economics. These observations are axio- 
matic. And when we add to these bases 
of industrial choice the more involved 
questions of national defense, then the 
sought-for goal of the best industrial 
location during the life of the establish- 
ment assumes a changed role. The 
greatest inventions and discoveries of 
this century can be utilized for destruc- 
tive as well as constructive purposes, 
and, more important still, their range 
of action dwarfs the former conception 
of distances within and without na- 
tional boundaries. Subconsciously at 
least, the location engineer now must 
serve the profession of business by his 
breadth of analysis and his relative 
weighting of the economic, financial, 
social, and national defense considera- 
tions involved. The new _ industrial 
situation makes obligatory this breadth 
of vision. 
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EARNING POWER WITH RESPECT TO THE SIZE OF 
CORPORATIONS 


BY W. L. CRUM 


HE comparative earning power 
of corporate enterprises accord- 
ing to their size is a subject of 
continuing and increasing moment. Its 
bearing upon the organization and 
development of the industrial struc- 
ture, upon economic theories concern- 
ing the functioning of the business 
system, and upon the financial and 
other policies—such as policies con- 
erning mergers, investment of new 
capital, promotion, and reorganization 
of particular corporations, is obvious. 
So also is its bearing upon many and 
momentous public policies or pro- 
posed policies—with respect to taxa- 
tion, regulation of labor relations, 
control of monopoly prices and other 
monopolistic practices, supervision of 
security flotations, regulation of bank 
credit, and even limitation of executive 
ym pensation. 
| have heretofore presented and 
discussed some of the evidence on this 
subject, particularly in a report pub- 
lished by the Harvard Business School.! 
Recently accumulated statistical data, 
overing now a period of years not all 
of which were in deep depression, and 
lurther study and consequent fuller 
understanding of the data, render 
ossible at this date a more incisive 
examination of the subject. This article 
presents additional evidence, with in- 
terpretation and suggested implica- 
tions, and points out at some length 
important qualifications to be borne in 
mind in using this evidence to answer 
iestions of public and private policy. 





e Effect of Size on Corporate Earnings and Condi- 
Harvard Business School, Division of Research, 
ess Research Studies, No. 8, 1934. 


The broad facts, as revealed for the 
aggregate of all corporations covered 
by Treasury compilations from tax 
returns, are so striking that we are 
tempted to accept their apparent 
implications as conclusive. In each of 
the five years, 1931-1935, shown in 
Exhibit I, the average rate of return on 
equity is, with negligible irregularities, 
progressively better as we pass upward 
on the scale of size. Even in 1932, the 
year of poorest return for the entire 
aggregate without regard to size, the 
largest size group had a positive return 
whereas all other groups and the aggre- 
gate had negative returns (losses). 
Even in 1935, the year of best return 
for the entire aggregate, the two small- 
est size groups had negative returns, 
whereas all other groups and the aggre- 
gate had positive returns. Exhibit I 
suggests an unmistakable tendency for 
large corporations to enjoy greater 
earning power than small corporations. 
We shall in the following pages, how- 
ever, examine the evidence more closely 
and note many and significant qualifi- 
cations to temper this broad first 
finding. 


Return on Equity 


In order to examine critically Exhibit 
I and related evidence, we must note 
certain departures, which have proved 
necessary or desirable, from the proce- 
dure used in an earlier study of return 
on invested capital.? The return on 
equity as used in the present analysis 
is a ratio, of profits to equity of stock- 
2W. L. Crum, “Corporate Earnings on Invested 
Capital,” xvi HARVARD BUSINESS REVIEW 3, Spring, 
1938. 
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EXHIBIT II 
CoMPUTATION OF RETURN ON Eaquity FoR ALL 
Corporations, ALL INDUSTRIAL AND SI1zi 
Ciasses CoMBINED, IN 1934* 


Net Capital Gain 232,322 
Net Capital Loss 257,697 
c. (a— I — 24,375 
d. Compiled Net Profit after Taxes 2,456,080 
. (d—c 2,480,455 
Capital Stock, Preferred 19,976,094 
g. Capital Stock, Common 84,970,011 
Surplus and Undivided Profits 48,986,312 
Deficit 12,347,186 
(f+eg+1 141,585,231 
k. Rate of Return, e/j 1.75% 
°*D $atoj thousands of dollars 
Source: Lines a, b, d, f, g, h, and i transcribed from 
Statist f Income for 1974, Part 2, p. 72. 


tion of the rate of return on equity, as 
herein defined, appears in Exhibit II. 
Here the numerator is aggregate profits 
defined as follows: the figure for 


al publication in which the Treasury pre- 


" 
its tabulations compiled from tax returns. See, for 
example, page 72 of Statistics of Income for 194, 
Part 2. Washington: U. S. Treasury, 1937 
See “Corporate Earnings on Invested Capital,” 
ca 224, t té f 
Fiscal year returns, however, nciude balance sheets 


than December 31, and these dates 


holders, in which both numerator and 
| denominator differ from those used in 
the earlier study. A specimen computa- 

EXHIBIT I 


VARIATION IN Rate or Return on Equity wits Size or Totat Assets, ror Each YEAR 1931-1935* 





‘Tpeview 

compiled net profits after Federal 
taxes, as given in Statistics of Income, 
is adjusted by deducting the tabulated 





ee 














¥ 


zontal scale, $1,000. The “‘average’”’ figures at left are for all sizes combined 


net capital gain and adding the tabu- 
lated net capital loss. This adjustment 
is desirable because gains and losses 
from capital transactions are not part 
of earnings in the strict theoretical 
sense, and is feasible here because the 
present study does not extend back to 
years before such data were tabulated.‘ 
The adjustment is, however, not pre- 
cise; because the Federal income tax 
paid by corporations, and deducted in 
arriving at the numerator of our 
present ratio, is in part a tax upon 
capital gains. 

The denominator of the ratio here 
used is aggregate equity at the end of 
the calendar year,°® defined as follows 
the sum of preferred stock, common 


may range from the preceding July to the succeeding 
June. Likewise the income statistics as tabulated, 
though pertaining predominantly to the calendar year 
include figures for each corporation having the ma 
fraction of its fiscal year falling in the stated calend 
year. This imperfect time classification of the data 
not serious for the present analysis. 
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stock, 
the tabulated deficit. This denominator 
fers from that previously used in two 
nportant respects. The compiled fig- 
is not here adjusted to the estimated 
‘amount owned outside the corporate 
tem’’: because, with the size-group 
other classifications examined in 


tock, and surplus, as tabulated, minus 


present analysis, no allowance— 
ven by estimate—for corporate hold- 
in the equity of other corporations 
appears to be Moreover, 
the year-end balance-sheet figures for 
equity are not here replaced by esti- 
ited averages for the entire year; 
because, with the groups of classified 
ta here studied, comparable balance- 
eet figures for the beginning and end 
year cannot be secured for any one 


possible. 


) of corporations. 
comments 


"a 
(he foregoing 
rgely why the over-all results of the 
esent study (Exhibit I) differ from 

e of the earlier study.’ They indi- 

also important limitations on the 
esent results, as precise measures 
the rate of return on equity. But 
appear 


explain 


these qualifications do not 
to damage seriously the comparisons 
imong groups of corporations, which 
titute the main object of the 
‘nt analysis. A further qualifica- 
n—pertaining to differences among 
rporations, or from time to time, in 
valuation of assets and in particular 
practices respecting revaluation of 
ets—should be noted as impairing 
mewhat the comparisons made below 
imong groups of corporations or among 
years. No adequate basis 


( 


Terent 


Corporate Earnings on Invested Capital,” 
44, 345, and 347. 

. 346, Exhibit V, column 5s. 

all corporations filing tax returns submit bal 

eets; but the great majority do so, and those 

lo not are mainly corporations having small 
ncomes or deficits. See “Corporate Earnings on 


ed Capital,” p. 340, footnote 10, and p. 347. 


exists for appraising the degree of this 
impairment. 


Rate of Earnings, Specific Size Classes 

The data as tabulated in Statistics 
of Income are given separately for 
groups of corporations classified accord- 
ing to their size and on various other 
bases of classification. The criterion 
of size is total assets, as reported on 
the balance sheets accompanying the 
corporation tax returns.’ Although 
certain objections can be raised to a 
size classification based on this crite- 
rion, total assets can be accepted as a 
tolerably close measure of what is 
ordinarily implied by the size of an 
enterprise. The nine specific classes are 
of unequal width: under 50, 50-100, 
100-250, 250-500, 500-1,000, 1,000- 
5,000, 5,000—-10,000, 10,000-50,000, and 
50,000 and over, in thousands of 
dollars. In plotting the chart (Exhibit 
I), points pertaining to each size class 
were located midway between the 
limits of that class; but for the top 
class, which has no stated upper limit, 
points were located at $200,000,000.° 

A striking feature of the chart is that 
the five curves run nearly parallel 
through most of their course. This 
implies that the progressive relation- 
ship—by which the rate of return on 
equity rises as size increases—is not 
peculiar to any one year or stage of the 
business cycle. The chart includes years 
of substantial business recovery as well 
as deep depression, although it shows 
no year of high prosperity. For the five 
years shown, the progression of earn- 


The present analysis is necessarily confined to cor- 
porations filing balance sheets. 

®This is the approximate average total assets per 
corporation for the 761 corporations in that class in 
1934. The chart is plotted on a logarithmic horizontal 
scale, which shows the class widths roughly equal on 
a percentage or ratio basis, whereas they are widely 
different on an actual dollar basis. 
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ings with size is unmistakable. Notable 
also is the systematic record of losses 
for the two classes of smallest size, and 
a slightly less systematic adverse record 
for the next two classes in the scale of 
size. For none of the five years did the 
corporations with total assets below 
$100,000 show a net profit on equity in 
their class aggregates, but we must not 
forget that many particular corpora- 
tions within these two classes earned 
profits (see below, page 20). Another 
feature of the curves is the very small 
advance in rate of return from the 1o0- 
million-to-50-million class to the top 
class, whereas the former class shows a 
fairly sharp advance above the next 
lower class. This must not be supposed 
to imply, however, that mere possession 
of assets between 10 and 50 millions 
offers a special opportunity for corpo- 
rate success: the observed tendencies 
presumably reflect mainly differences 
between size classes as to their domi- 
nant lines of industry, upon which more 
will be said below (page 25). 

The differences in level of the five 
curves, together with their approxi- 
mate parallelism, indicates that cyclical 
changes in business affect corporations 
of various sizes about equally. The 
cyclical decline from 1931, already 
depressed, to 1932 left its stamp on the 
earnings rate for every size class; 
and the successive cyclical recoveries in 
1933, 1934, and 1935 benefited all size 
classes. The close approach to paral- 
lelism, moreover, implies that these 
changes were approximately uniform 
in amount for most classes: a given 
cyclical change in business contributed 
an approximately uniform percentage 
of their total assets to the earnings 
rates of the various size classes. 

Exceptions to parallelism can indeed 
be found; for example, the curves fan 
out at the left end, and thus indicate 


that the earnings experience is some- 
what more variable for the smallest 
corporations than for others. Only 
once in the chart do the curves cross: 
the 1933 rate is below the 1931 rate for 
the largest size class, but the reverse 
holds for all smaller classes. Thus 1933 
had brought revival to a level above 
1931 for all classes except the largest: 
for the largest size class 1933 remained 
less favorable than 1931, though better 
than 1932. This peculiarity also can 
probably be traced to those types of 
industry which predominate in the 
largest size class; for those types of 
industry—chiefly railroads, banks, and 
certain manufacturers of heavy durable 
goods—the benefits of the cyclical 
revival were delayed until after 1933. 


Time Variations 


Another view of the time compari- 
sons is presented in Exhibit III, which 
shows figures from Exhibit I (the five- 
year record of rate of return on equity) 
for the smallest size class, the largest, a 
middle class, and all nine classes com- 
bined.” The selection of a “middle 
class”’ is somewhat arbitrary, because 
the grouping into classes is such as to 
rob the term of its obvious import. In 
1934, for example, more than half the 
411 thousand balance-sheet returns 
were in the smallest size class, and more 
than half the total assets belonged to 
the 761 corporations in the top class. 
Hence the chosen middle class, 500 
1,000 thousand dollars of assets, was 
taken merely as the fifth of the nine 
classes. 

Each curve in Exhibit III reflects 
the cyclical changes from 1931 to 
1935: a deepening of the depression in 
1932, successive recoveries in 1933, 
10'To have shown more than four curves on the chart 


would have confused the comparisons, without adding 
significant information. 
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1934, and 1935. Nowhere do the curves 


ss: the curve for the largest size 
all years above the general 
rve for all classes combined, the 
irve for the middle class is in all years 

.w the general curve, and the curve 
r the smallest size class is much lower. 


he top-class curve is in all years above 


he zero line, the bottom-class curve 


ontinuously far below the zero line, 
id the middle-class curve does not 
above the zero line until 1934. The 
ant corporations as a group had no 
loss, even in the worst year of the 
‘pression; and the smallest corpora- 
as a group had no net profit, even 


in the best year of the five. 


\ surprising approach to uniformity 
ng the curves, in the annual 
int of shift from one year to the 
xt, appears from the chart—a point 
eady noted in connection with the 
proximate parallelism of the curves 


f Exhibit I. The cyclical decline into 


deeper depression from 1931 to 
)32 brought a reduction of about two 
nts (2% of their respective total 
the general the 
iddle-class curve, and the top-class 
ve. For these same curves, the 1933 
34 advance yielded a gain of about 


sets) for curve, 


.5 points, and the 1934-1935 advance 


elded a further gain (somewhat less 
uniform) of about 1.5 points. 
annual movements the 
m-class curve showed wider shifts, 

1 in the 1932-1933 movement diver- 
her than uniformity appears 
ng the 
, concerning approach to uniform- 


1 


all these 


+ 
it 


four curves. These observa- 


imong the classes in their response 
lical change, should not be em- 
ized unduly; but they do strongly 
zest that cyclical fluctuations in 
ness have about equal impact upon 
of all sizes except the 


rations 


In studying the record of time 
changes in Exhibit III and the shifts 
over time—differences in level—of the 
curves of Exhibit 1, we must note that 
the figures for successive years are not 
exactly comparable; hence, the year- 
to-year changes in the computed rate 


EXHIBIT III 
ANNUAL VARIATION IN RATE OF RETURN ON 
Equity, FoR SELECTED S1zE CLASSES AND 
Aut Sizes CoMBINED 
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are not precise measures of the actual 
changes which would be reflected by 
strictly homogeneous data. In ordinary 
cases of the change from one year to 
another, this lack of comparability 
flows from the fact that the corpora- 
tions in any one size class do not remain 
identical from year to year. Changes in 
the total assets of a particular corpora- 
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tion—through the earning of a surplus 
or deficit (after dividends and all 
charges) in the second year, issuance 
of new securities or any increase in 
debt, revaluation of assets or merger, 
or any other operation affecting total 
assets—may shift it from one size 
class to another. In ordinary years, 
such shifts are perhaps fairly numerous, 
but probably do not seriously impair 
the percentage figures. The case is 
much more serious for 1934 and, to a 
less extent, for 1935. The Revenue Act 
of 1934 denied the privilege of filing 
consolidated tax returns for all corpora- 
tions except railroads.'! On this ac- 
count, most of the corporations which 
had filed consolidated returns for 1933 
were obliged to file a separate return 
for each subsidiary in 1934. The 
number of consolidated returns in 1933 
and previous years had not been large; 
but, as the consolidated corporations 
were mainly huge companies, the 
amount of assets involved in the 1934 
change was very great. Under the 
former law, the single return of a 
consolidated corporation would fall in 
a single size class, presumably large; 
under the new law, the separate re- 
turns of its subsidiaries would fall in 
various size classes according to the 
respective amounts of their total assets. 
\s a result, large changes from 1933 to 
1934, and to a less extent from 1934 
to 1935, occurred in the make-up of the 
several size classes (see below, page 
24). As this set of changes was marked 
by shifts in the industrial make-up of 

The effect of this change in the law was reflected 


in the data I 1934; but, as the cl inge did 


ipply until their 1935 returns for certain fiscal- 


year corporations, some etiect was reflected also in 
1975. See below, page 27 
12 See “Corporate Earnings on Invested Capital,” 
38, f tes 
| ¢ I 1 i ere the atutory 


the various size classes, the impairment 
of the percentages and other computed 
results—for comparisons of 1934 and 
1935 with earlier years, and for certain 
other comparisons—may be rather 


serious. !” 


Profitable and Unprofitable Corporations 

The broad facts disclosed by Exhibits 
I and III cannot be accepted as con- 
clusive, but must be criticized by ex- 
amination of further classifications of 
the data. Two such classifications yield 
helpful information: that according to 
type of industry (discussed below, page 
21), and that according to whether a 
taxable net income was or was not 
realized. The latter classification, which 
appears as a sub-classification in most 
of the Treasury data as classified on 
other bases (for example, with respect 
to size), divides corporations into two 
groups which we shall call income 
corporations and deficit corporations." 

The rates of return on equity for 
income corporations, as shown in 
Exhibit IV for each size class and all 
sizes combined in the several years, 
present a strikingly different picture 
from that shown graphically in Ex- 
hibit I for income and deficit corpora- 
tions combined. The systematic upward 
course of the curves there, as size 
increases, is replaced here by a much 
less regular downward tendency. For 
the income corporations, the rate ol 
return tends to decrease—though some- 
what irregularly—as size increases. In 
all years the maximum rate for income 


normal tax was reckoned before the Act of 1936 

and, as this differs somewhat from our definition 

net profits as used in the numerator of the ratio ol 
profits to equity, some deficit corporations may have 
had net profits in our sense, and some income co! 
porations may have had negative profits. These dis 
parities are, however, unimportant in the present 


analysis 











4 


rations appears in the smallest 


nt 
ed size class; and in all years but 1931 the 
nd ninimum rate appears for the largest 
un ize class. No such range of variation 
ler between maximum and minimum, how- 

\ppears in these positive ratios for 

income corporations as for the 
TLS 


EXHIBIT IV 

its LA r ReturN on Equity, ror INcomeE Cor- 

_ py Speciric S1izE CLASSES AND FOR 
Att Sizes ComMBINED 


-X- e Class* 19371 1932 1933 1934 I935 
of [ 10.80 8.06 7.99 10.06 I0.II 
1] 7.53 6.03 6.64 8.38 8.4! 
iu Q 
3 6.605 5.54 6.63 8.10 8.27 
to 2 6.73 6.00 6 95 8 2 8 29 
ge [00-1 6.49 5.98 6.99 7.88 8.41 
6.48 5.67 6.84 7.30 8.23 
. 7.22. 36 3 6.68 7.07 7.50 
ot w tr 6.29 7:19 6.87 3.49 
cn Over 7-04 5-50 4.70 5.69 6.70 
st A Combined 6.99 5.75 5.83 6.59 7.51 
° s is a 
A il ratios of Exhibit I. We are 
oe . 
; 1 to conclude that the systematic 
” uurse of the curves of Exhibit 
| is due entirely to the experience of the 
ficit corporations. 
aspect of the situation is 
it in Exhibit V for the single 
1934. There the upward course of 
™ 1934 curve of Exhibit I is fully 
3 1 for, and more, by the strik- 
4 lvance in rate of return (reduction 
} rate of return) for the deficit 
7 itions as we pass up the scale of 
1 his figure advances from below 


for the smallest size class 


t under zero for the largest; 
whereas the corresponding figure for 
me corporations declines from 
10% to under 6%."4 

full set of ratios, for all size 
separately, is not here presented 
the deficit corporations in other 
but Exhibit VI shows compari- 
milar to that of Exhibit V, for 


ize classes and all sizes com- 
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bined, in each of the five years. The 
same broad indication appears: the 
upward course of the curves of Exhibit 
I results from a systematic tendency 
for the losses of deficit corporations to 
be far more severe—in terms of equity 
-for the small than for the large size 
EXHIBIT V 
Rate OF RETURN ON Equity IN 1934, FOR INCOME 
AND Dericir CoRPORATIONS SEPARATELY AND 


Botu ComBINED, BY S1zE CLASSES AND 
FoR ALL S1zEs CoMBINED 


Income Deficit Both 

Size Class* Corporations Corporations Combined 
Under so 10.06 —37.4 —14.40 
50-100 8.38 13.0 — 2.68 
100-250 8.1 10.3 1.22 
250-500 8 8 25 — 0.09 
500-1 ,000 7.88 y PR 0.32 
I ,OOO-5 ,0O0O : ie . oF I I 
5,000-10,000 7.07 4.62 1.42 
10,000—50,000 6.87 2.48 2.81 
50,000 and Over 5.69 - 0.022 7 By 
All Sizes Com- 

bined 6.59 - 3.05 oy A 
* Total assets, in thousands of dollars 


classes. The joint effect of the tend- 
encies observed in Exhibit IV for the 
income corporations, and in Exhibits V 
and VI for the deficit corporations, is a 
very wide spread between the rates of 
return on income and deficit corpora- 
tions for the smallest size class, and a 
progressive narrowing of this spread 
with increasing size of assets until the 
spread is only a small range for the top 
class. Suggested explanations of this 
narrowing have been given 
elsewhere,'® but a full understanding of 
the situation is by no means readily 


spread 


available. 

Industrial Classes 
Corporation data in Statistics’ of 

Income are given separately for eight 

broad divisions of industry (see stubs 

of Exhibit VII) and a miscellaneous 

class of unknown industrial make-up. 


upra, pp. 14-17. 
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The manufacture division, one of the form taken by corporate organization, 
three largest among the eight, isfurther in consequence of which a particular 


EXHIBIT VI 
Rate or Return on Equity, ror Income anv Dericit Corporations SEPARATELY AND Botu ComBinep, py 
SeLectTep Size CiassEs AND FOR ALL S1zEs CoMBINED 


Size Class* 1931 1932 1933 1934 1935 
Under 50: Income 10.8 8.06 7.99 10.1 10.1 
Deficit —45.4 —41.5 —31.8 — 37.4 —36.4 
Both Combined —18.6 —29.4 —17.5 —14.4 —11.8 
§00-1,000: Income 6.49 5.98 6.99 7.88 8.41 
Deficit — 9.20 — 9.12 — 6.81 — 7.50 — 7.27 Food 
Both Combined — 2.82 — 4.88 — 1.16 0.32 1.69 
50,000 and Over: Income 7.04 5.50 4.76 5.69 6.70 
Deficit — 0.76 — 1.80 — 1.47 — 0.022 1.40 
Both Combined 2.61 0.76 1.23 3:74 4.18 
Toba 
All Sizes Combined: Income 6.99 5.75 5.83 6.59 7.51 
Deficit — 4.70 — 5.38 — 4.05 — 3.05 — 1.94 -9 
Both Combined 0.26 — 1.79 0.14 1.75 3.24 eB Textil 


* Total assets, in thousands of dollars. 


EXHIBIT VII 
Per Cent DistriputTion, AMONG Broap INpustRiIAL Divisions,* oF THE ToTtaL Assets oF ALL Divisions 
ComsBinep, FoR Eacu Size Crass SEPARATELY AND FOR ALL Sizes CoMBINED 
Size of Total Assets 
(In thousands of dollars) 


Leath 


> Rubb 





Under 50- 100— 250- 500—- 1,000- 5,000—- 10,000 50,000 All Sizes 


50 100 250 500 1,000 5,000 10.000 50.000 and Over Combined © Fores: 
: { 1933 1.82 2.36 2.47 2.46 2.15 ft t t t 0.52 
spagoenead FO 1.77 2.27 2.39 2.51 2.04 1.71 1.39 ft t 0.75 il 
) Paper 
. ; 1933 3.16 3.60 3.85 3:47 4.93 §.90 §.82 T tT 3.36 
Mines and Quarries { 1933 3.28 2.99 3:46 3:76 4.4% §:36 §:66 5.08 2.03 3-39 Prints 
: rints 
{ 1933 20.4 23.8 23.6 24.8 24.8 24.6 36.8 37.3 18.5 21.5 
Manufacture} 1034 20.0 22.6 22.5. 24.9 23.6 22.8 29.4 21-6 12.8 17.4 
Chem 
. _ f 1933 4.09 3.14 3.11 2.03 1.70 1.21 0.75 ft t 0.68 
Construction | 1934 3.80 2.97 2.46 1.78 1.52 0.93 0.88 ft t 0.56 
» Stone, 
ees Sh OESD 4:57 3.39 3-14 3-13 3.04 5.29 10.5 13.1 40.5 25.7 
P T 
ublic Utilities {1933 4:79 3.88 3.98 4.34 5.51 8.28 13.0 19.7 33.4 22.7 si 
Wleta 
Trad { 1933 38.4 29.7 21.8 16.0 12.0 8.36 6.37 3.85 1.81 5.83 
weet 39.0 30.3 22.2 16.0 12.1 8.20 6.48 5.05 1.60 5.78 
Misce! 
bili { 1933 8.80 7.26 6.94 6.44 6.42 6.14 4.16 ft t 2.77 © See ni, 
ates o 9.01 7.33 6.90 6.07 6.25 6.12 4.37. ft t 2.58 
trust 
Finance | 1933 19.5 29.6 37.3 42.3 45.1 47.8 46.4 33-9 35.9 39:3 indu 
1934 19.1 28.5 35.9 42.2 44.4 467 46.6 45.0 49.7 46.7 cons 
* A small miscellaneous division, ‘‘ Nature of business not given,”’ is omitted from the percentages, but not from the total used as denomina- 7 
tor. raulr 
a data not available, but combined figures included in ‘‘all sizes” column. : 7 
indu 
broken into thirteen groups, one of corporation may be engaged in several tiall; 
which is miscellaneous (see stubs of types of enterprise whereas the tax 61 hi 
ings o 


Exhibit VIII). Mainly because of the return of that corporation must be te 
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assigned entirely to one division or 
group, this industrial classification is 
not precise and does not yield entirely 
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The comparative importance of the 
several divisions, in terms of assets, is 
shown in Exhibit VII; and the data are 


EXHIBIT VIII 
Per Cent DistripuTion, AMONG Groups, OF THE ToTaL Assets or THE Manuracture Division, ror Eacu 
Size Ciass SEPARATELY AND FOR ALL Sizes CoMBINED 


Size of Total Assets 
(In thousands of dollars) 





Under 50- 100- 
50 100 250 
} 1 14.0 15.0 14.8 
Food Products { 933 4 é 7 4 y 
| 1934 9.0 35:4. 1% 
{ 1933 O 2.66 2.66 
Liquors and Beverages < 33 3 7 
| 1934 3.25 3.28 2.99 
T b a" 1933 O 35 Oo 44 '@) 46 
obdacco 1934 6 . 39 ‘ 48 
i {4 17.6 15.6 14.2 
Textiles and Products < 933 7 ? 4 
\ 1934 17.9 15.8 14.0 
f 7 
Leather and Products ¢ 1933 2.67 2.84 2.99 
\ 1934 2.59 2.95 3.04 
Rubber Products } 1933 0.52 0.54 0.65 
1934 O.66 0.62 6.73 
Forest Products { 1933 6.50 8.69 9.57 
oe \ 1934 6.63 7.979 9.69 
Ponce gail Poda "00s 1.81 2.35 3.24 
* | 1934 ».83. 2.63 3.20 
Printing, ete. ( 1933 15.8 11.5 8.81 
1934 16.0 II 5 8 94 
Chemicals. etc. { *933 7.06: 942 FS 
Is, "| 1934 7.06 7.67 8.02 
Stone C] av. etc 1933 4 2I 4 90 5 O05 
’ y, "| 1934 3.97 4.66 4.87 
> { 1933 mS 28:5. 23.3 
Metals and I roducts sp k 
\ 1934 19.9 21.6 24.0 
M llane 1933 7.21 6.72 6.58 
cellaneous 
1934 6.43 5.77 5.48 


f, Exhibit VII. 
trustworthy data for specific types of 
industry."° With the abandonment of 
consolidated returns in 1934, except for 
the imperfections in the 
industrial classification were substan- 


railroads, 


~ 17 
tially reduced. 
| have commented elsewhere upon the shortcom- 
| the industrial classification. See, for example, 


Post-War Course of Corporate Profits,” x1 


«The 


250- 500- 1,000—- 5,000—- 10,000—- 50,000 All Sizes 
500 1,000 5,000 10,000 50,000 and Over Combined 
3.6 10.5 10.9 16:5 ’ . 10.9 
3.0 88.4 28.6. 35.4 12.1 g.00 II.0 
2.82 3.76 3.26 1.66 1.91 0 1.39 
3.89 4.60 3.86 * " fe) 1.76 
0.36 0.22 0.83 “ . ” 1.80 
0.35 0.28 * : 1.99 3.44 1.94 
15.4 15 16.9 13.2 . F 7-99 
14.5 15.3 15.7 ? : 7 8.60 
2.95 3.14 2.60 si ' . 1.4! 
2.99 ..2:98 2.34 ° i : 1.4! 
0.69 0.90 1.25 . . ™ 2.05 
0.88 0.84 1.39 ? . : 2.18 
9.76 9.19 7.84 2.39 X¢ ‘ 4.43 
9.62 8.46 6.94 7.26 ’ . 4.51 
3.64 4.29 §.26 6.66 . e 3.99 
3.61 4.55 5.39 6.48 3 . 4.21 
7.94 7-14 5.79 6.98 ‘ e 4.95 
8.00 7.44 5.79 6.94 ' . 4.44 
7.972 G.7t 3.64 10.6 14.9 37:2 22.9 
8.20 9.28 9.96 I1.0 3 Se.0 20.8 
5.52 4.83 4.72 5.49 ~ “s 3.23 
4.72 4.29 4.59 5-44 §.00 1.05 3.54 
24.0 36.6. .27.8 36:8 27.9 38.8 32.3 
24:3 36:7 27.3. 26.6 a3 40.7 32.6 
§.94 6.00 5.10 ’ - ° 3.07 
g.52 6:05 4.5% 49-97 % P 2.97 


given for two years in order to show the 
main effects of the abandonment of 
consolidated returns in 1934. The three 
most important divisions, as shown by 
the right column, are Finance, Public 
Utilities (which includes transporta- 
HARVARD BUSINESS REVIEW 3, April, 1933, pp. 336- 
337. 
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tion), and Manufacture. For specific 
size classes, however, these indications 
do not hold. Thus Trade is more impor- 
tant than Finance in the two smallest 
size classes, and more important than 
Public Utilities up through the 1,000- 
to-5,000 class. Manufacture is more 
important than Finance in the smallest 
size class, and more important than 
Public Utilities in all but the largest 
size class. Except for Trade, no other 
division equals any of the three leading 
divisions in any size class. The assets of 
trade corporations fall mainly in the 
smallest size classes, those of Public 
Utilities mainly in the largest size 
classes, whereas Manufacture’s share of 
the total is surprisingly steady in all 
size classes. 

The great importance of finance 
corporations, in the aggregate and in all 
size classes, suggests that the earnings 
experience of this division may domi- 
nate many of the results examined 
above. The further fact that impor- 
tant groups of companies in the 
finance division—banks and insurance 
companies—are engaged in activities 
sharply different from producing and 
handling commodities suggests that the 
earnings experience of this division may 
be peculiar. The effects of these con- 
siderations upon some of the foregoing 
results are discussed below (page 26). 

Differences between 1933 and 1934 
figures in Exhibit VII (and also 
Exhibit VIII, discussed below) are 
partly, and perhaps mainly, due to the 
abandonment of consolidated returns in 
1934. Even without such a change in 
the law, some differences would appear 
in such a tabulation of percentages for 
successive years: somewhat haphazard 
changes in the assets of particular 
corporations, or in the identity of the 


7 Full discussion of the statistical effects of this 
change in the law must be reserved for another pres- 


corporations in a particular class, could 
account for moderate shifts in the 
percentages. 

But the 1934 change in the law 
accounts mainly for the large shifts 
from 1933 to 1934. The decline, from 
1933 to 1934, of the Manufacture figure 
for the large size classes, the decline of 
the Public Utilities figure for the largest 
size class and its advance for the 
several classes next in size, and the 
advance of the Finance figure for 
the two largest size classes must have 
resulted mainly from great shifts in 
corporate assets incident to the aban- 
donment of consolidated returns.” For 
present purposes, however, the figures 
for the two years are sufficiently close 
for any one industrial division to 
permit the drawing of broad inferences 
as to importance. 

There can be no doubt that certain 
types of industry have a much larger 
importance in some size classes than in 
others. This conclusion is further em- 
phasized by the comparisons of Exhibit 
VIII. Considering the manufacture 
division alone, we find the specific size 
classes dominated by different groups. 
Chemicals, which is nearly as impor- 
tant as Metals in the largest size class, 
is relatively insignificant in the bottom 
class. Textiles, Printing, and Foods, 
although of large importance in the 
bottom class, have dwindling impor- 
tance as we rise on the scale of size. Some 
steadiness appears in the percentages 
for certain groups, such as Leather and 
Stone; but the general rule is for wide 
variation as we pass from left to right. 
The unmistakable indication is that 
particular size classes have their pecul- 
iar dominant types of industry. This 
implies that differences in earnings 
experience among the size classes may 


entation. See footnotes 11 and 12, above, page 20. 
See also below, page 27. 
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reflect. differences among industries, 
rather than a significant correlation 
between size and earning power. Al- 
though the available data do not 
furnish a complete test of this question, 
we pass now to selected items of evi- 
dence which suggest a conclusion. 


Rate of Return by Industries 


In order to estimate roughly the 
effect of this tendency for particular 
size classes to be dominated by certain 
types of industry, the average rate of 
return without regard to size for 
selected divisions and manufacture 
groups is shown in Exhibit IX. Data 
are there given for the three leading 
divisions, and also for Trade which is 
of large importance in some size classes, 
and for the four leading manufacture 
groups. Whether we consider the broad 
divisions or the manufacture groups, 
diversity is remarkable in each year. 
For example, the division figures range 
from —6.77 to 0.95 in 1932, the year of 
widest range, and even from 1.17 to 
3.03 in 1934, the year of narrowest 
range. And the group figures range 
from —5§.70 to 3.18 in 1931, and even 
from —0.70 to 4.59 in 1933. The evi- 
dence of diversity among industries, 
with respect to rate of return on equity, 
is emphatic and general throughout the 
table. 

Although comparable specific analy- 
sis of each industry by size classes is not 
possible, with the data as published, 
Exhibit LX affords qualitative support 
for the conclusion that much of the 
diversity in rate of return among size 
classes, observed in the foregoing sec- 
tions of this study, may arise merely 
tom diversity among industries. Thus 
a size class which is dominated by an 
industry having an exceptionally high 
rate of return in a given year will pre- 
sumably enjoy in that year a rate above 


the average for other classes. For 
example, the extremely low rate for the 
smallest size class (all industries com- 
bined, Exhibit I) in 1932 may result to 
some degree from the low 1932 rate for 


EXHIBIT IX 

RaTE oF RETuRN ON Equity, For SpeciFic Drvisions 
AND GRouPS 

T93L = 1932 = 1933 1934 1935 


Manufacture —0.59 —3.10 1.12 3.03 5.58 
Foods 4.10 %.40 4.50 6.15 7.26 
Textiles —5.70 —7.29 3.44 0.46 1.90 
Chemicals $16. 0.63 t:972 3.69 $:97 
Metals —1.51 —5.98 —0.70 2.29 6.24 

Public Utilities 2.47 0.95 —1.10 1.48 1.63 

Trade —3.56 —6.77. 0.30 3.04 4.24 

Finance 1.38 —0.20 —0.53 1.17 3.21 

All Divisions 
Combined 0.26 —1.79 0.14 1.75 3.24 

All, Excluding 
Finance —0.066—2.26 0.33 2.04 3.25 


Trade, which constitutes an important 
share of the industrial make-up of the 
smallest size class. Likewise, the fact 
that the 1933 rate for the largest size 
class is below the 1931 rate presumably 
results largely from the low rates in 
1933, as compared with 1931, for 
Finance and Public Utilities which 
dominate the top size class. 

Certain indications of Exhibit IX are 
of interest apart from the relation of 
industrial to size classification.'* Thus, 
Finance and Public Utilities had their 
worst year in 1933, whereas the rates 
were lowest for Manufacture and Trade 
in 1932. The rates for Manufacture and 
Trade in 1934 were already far above 
those for 1931, whereas Finance re- 
mained less profitable than in 1931 
until 1935, and Public Utilities had not 
yet by 1935 recovered to the 1931 level. 
Among the manufacture groups, Foods 
and Chemicals showed positive profits 
in every year of the five, including the 
deep depression of 1932; Metals did not 
show a positive rate until 1934, and had 


18The time comparisons are, however, impaired by 
the 1934 change in the law. See page 30. 








26 Harvard Business ‘Review 


a high rate only in 1935; Textiles had a 
better rate ir 1933, when price and 
inventory conditions were exceptionally 
favorable,'® than in 1934, which was 
marked by a severe strike, or even in 
1935. 

A further observation from Exhibit 
IX pertains to the effect of Finance 
upon the general aggregate. As noted 
above in Exhibit VII, Finance con- 
stitutes a heavy fraction of the entire 
corporate system, in terms of total 
assets. Although the percentage for 
Finance in terms of total equity is not 
so high as in terms of total assets, it 
remains true that this single division 
contributes a heavy share of the de- 
nominator—total equity—used in cal- 
culating the rates shown in Exhibits I 
to VI. Moreover, Exhibit IX shows 
that Finance had in each year except 
1935 a rate substantially different from 
that of all divisions combined. Accord- 
ingly, the bottom line of the table 
shows the rates for all other divisions 
combined, except Finance. Here the 
figures have been substantially reduced 
for 1931 and 1932, and raised for 1933 
and 1934. To some extent, this greater 
cyclical responsiveness of the divisions 
other than Finance may reflect the 
receipt by finance corporations of an 
important share of their income in the 
form of dividends and interest, which 
held up fairly well during depression. 


Conclusion 


The foregoing analysis has brought 
out a remarkable apparent correlation 
between rate of return on equity and 
the size of corporations, as reflected by 
total assets. The larger the corporation 
the higher is the rate of return, on the 


19'The income data, compiled from tax returns, are 
to an important degree affected by changes in valu- 
ation of inventory, and in a period of rapidly ad- 
vancing prices by enhancement in value of inventory 


average; and this relation holds, with 
surprising constancy, in each of the five 
years 1931-1935. The extreme vari- 
ability in rate of return from the 
smallest size class to the largest is, how- 
ever, approximately accounted for by 
the deficit corporations. These corpora- 
tions by themselves show a much wider 
range in the rate of return (negative) 
from the smallest size class to the 
largest; whereas the income corpora- 
tions have a remarkably steady rate of 
return (positive) from size class to size 
class, with some indication that the rate 
for income corporations is ordinarily 
higher tor the small size classes than for 
the large. 

A considerable, but unknown, part 
of the variation in rate of return from 
size class to size class is accounted for 
by the fact that particular size classes 
are dominated by particular types of 
industry. The diversity in rate of return 
among industries is strikingly wide, 
though these comparisons are some- 
what impaired by the imperfect in- 
dustrial classification of corporations. 
These wide differences among indus- 
tries, coupled with the concentration of 
certain industries in particular size 
classes, probably explain an important 
fraction of the variation in rate among 
the size classes. Whether it would also 
appear that, for a given industry, 
Variation in size is also accompanied by 
variation in rate of return cannot be 
ascertained by this type of analysis 
with the data as published. Neverthe- 
less, that some of the observed differ- 
ence in rate among the size classes 
reflects something more fundamental 
than mere industrial differences is 


highly probable. 


between dates of purchase and sale. See Henry B. 
Arthur’s “Inventory Profits and the Business Cycle,” 
American Economic Review, March, 1938, pp. 27-40. 
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\ more minute study, aimed at ex- 
_mining the correlation between earn- 
‘ne power and size apart from that due 
‘ndustrial differences would need to 
cover numerous specific factors touch- 
‘ng the earning power in specific size 
classes. For example, the tendency for 
small corporations to expend a larger 
percentage of their gross income for 
-ompensation of officers than large 

porations, and the possibility that 
such expenditures constitute at least 
in part a distribution of net income, 
would need examination. Likewise, 
differences in the make-up of corporate 
assets, particularly as affecting the 
receipt of dividends and like elements 
{ income, would have a bearing upon 


< 


to 


the results. Differences among corpora- 
tions in the extent to which they use 
borrowed funds, in the extent to which 
they occupy rented business property, 
in their dependence upon inventory 
appreciation or depreciation, and in a 
long list of other respects, would be 
significant considerations. These mat- 
ters, however great their significance in 
connection with the foregoing conclu- 
sions, must await further study of 
existing published data, or the ac- 
cumulation of new types of data. For 
the present, a clear indication exists 
that earning power increases with 
size, and probably not all of this 
increase is due to differences in type of 
industry. 


Addendum 


\lthough a careful examination of the 
effects of the 1934 withdrawal, for all except 
railroad corporations, of the privilege of 

ng consolidated returns involves such an 
elaborate analysis that presentation in a 


separate article is necessary, I give here 
certain facts which assist in an understand- 
ing of figures reported above.*° The special 
compilations made in tabulating the 1934 


Treasury data disclose many interesting 
facts concerning the effects of the change in 
law 
Data on specific shifts, from one indus- 
trial division or manufacture group to 
ther, are given only in terms of number 
of returns; and a summary of these data 
ippears in Exhibits X and XI. About 7,000 
consolidated returns had been filed for 
1933, covering nearly 29,000 separate 
‘orporations. Separate returns had to be 
tiled for these 29,000 corporations, so far as 
* An elaborate study of the effects of the abandon- 
f consolidated returns upon the data in Statis~ 
f Income is in progress, and will be reported 


See Statistics of Income for 1934, Part 2, pp. 19-32, 
ears ending December 31, 1934, and after, 


even railroad systems could not include in 
lidated returns subsidiaries operating 


they survived, in 1934; but there were two 
classes of exceptions: the change did not 
apply to railroads (accounting for 76 con- 
solidated returns), and it did not apply 
until 1935 for fiscal-year corporations hav- 
ing fiscal years ending before December 31, 
1934 (accounting for 369 consolidated 
returns).?? 

These separate returns, of corporations 
formerly covered as subsidiaries in con- 
solidated returns, would be classified on an 
industrial basis like any other corporation 
in 1934, and might fall in very different 
classes from those to which they had been 
assigned as integral parts of consolidated 
returns in 1933. The object of Exhibits X 
and XI is to show the principal shifts of this 
sort. Where would the 5,001 separate 
returns which fell in Trade in 1934 have 
fallen if they had been classified on the 
1933 basis, that is, if they had been covered 


hotels, coal mines, and other non-carrier enterprises. 

Of the $5,179,000,000 of gross income reported for 
returns still consolidated in 1934, $2,195,000,000 was 
in the *‘Transportation and Public Utilities” divi- 
sion, and presumably represented only railroads. In 
1933, consolidated returns reported gross income of 
$31,690,000,000, against $83,642,000,000 for all 
corporations. 








28 Harvard Business ‘Review 


under their former consolidated returns ?** 


Less than half (2,257) would have been in 
Trade; nearly as many (1,874) would have 


EXHIBIT X 
NumBer OF 1934 ReTuRNs, OF CoRPORATIONS 
Coverep By ConsoLipaTep RETURNS IN 
1933, CLAssiFiep VERTICALLY BY IN- 
DUSTRY IN 1934 AND HorizonTALLy 
spy Inpustry As INDICATED 
oN 1933 Basis* 
1933 Classification 


Next Most Fre- 











1934 Classification Number quent Divisiont 
F in Same - 

Division Number Division Identity Number 
Agriculture 377 149 t 104 
Mines and Quar- 

ries 1,321 748 t 302 
Manufacture 5,369 4,650 § 215 
Construction 419 212 t 67 
Public Utilities 4,555 3,283 t 629 
Trade 5,001 2,257 t 1,874 
Service 2,242 1,419 || 286 
Finance 7,492 4,103 t 1,019 


* Compiled from Statistics of Income for 1934, Part 2, pp. 25-27. 
t Excluding ‘‘ Nature not given.”’ 

t Manufacture. 

§ Trade. 

|| Finance. 


been in Manufacture, and the rest would 
have been distributed among other diyi. 
sions. No other division received as large ay 
increase in numbers, through the 1934 
change, as did Trade; but Exhibit X show; 
important shifts for nearly all divisions. Ip 
all cases, there is an increase from 1933 to 
1934: the abandonment of consolidated 
returns added to the number of returns 
filed.*4 

Examination of Exhibit XI shows that 
shifts for the manufacture groups are like. 
wise numerous, and it there appears that 
the 1934 list for a particular group was 
generally drawn in part from some other 
manufacture group and also from some 
division outside Manufacture. The two 
exhibits indicate emphatically that shifts 
caused by the change in law were very 
numerous and complicated; and, when it is 
remembered that the consolidated corpora- 
tions were in general very large and handled 
before 1934 nearly half the total corporate 
gross business of the nation, the importance 
of these shifts is evident. 


EXHIBIT XI 
NumBer or 1934 Returns, of Manuracture Corporations Coverep BY ConsoLipaTED RETURNS IN 1933, 
CLassiF1ED VERTICALLY BY INDUSTRY IN 1934 AND HorizontAa.ty By INpustRyY As INDICATED ON 1933 Basis* 


1933 Classification 





- 


Most Frequent Divisiont 




















1934 Classification : . Next Most Frequent Groupt Outside Manufacture 
= Number in 

Group Number Same Group Identity Number Identity Number 
Foods 1,019 843 Chemicals 8 Public Utilities 58 
Liquors, etc. 131 106 Foods 5 Trade 3 
Tobacco 17 17 — _ 

, Rubber 
Textiles 488 399 SAisahe 4 Trade 32 
Leather 99 go — Trade 3 
Rubber 63 57 Metals 3 “= 
Forest Products 336 246 Metals 10 Trade 16 
Paper, etc. 185 151 Forest Products 7 Trade 3 
Printing, etc. 539 455 Paper, etc. 7 Finance 13 
Chemicals 728 543 Foods 28 Trade 36 
Stone, etc. 212 153 Chemicals II Construction 9 
Metals 1,256 1,028 Chemicals 18 Mines and Quarries 35 
Miscellaneous 296 166 Metals 54 Public Utilities 22 


* Compiled from Statistics of Income for 1934, Part 2, pp. 25-27. 
tT Excluding “‘ Miscellaneous manufacture”’ and ‘“‘ Nature not given.”’ 


23]t must be remembered that only corporations 
which had been covered by consolidated returns in 
1933 are here under study—the total number of 
returns in Trade in 1934 was 146,056, the great bulk 
of which had not been covered as subsidiaries in 
consolidated returns in 1933. 

4 These data, on number of returns, pertain to in- 





come tax returns, and not to the somewhat less 
numerous list of balance sheets, for which similar 
data are not available. The present discussion, there- 
fore, does not pertain to the same list of corporations 
covered in the main text of this article. A later section 
of this Addendum, based on Exhibit XII, relates to 
the balance-sheet statistics. 
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Unfortunately, mere number of returns 
‘; not a satisfactory basis for tracing the 


account and balance-sheet data. A some- 


EXHIBIT XII 


Toran Assets, FoR Eacu Division AND MANUFAC- 


rurE Group, AS CLASSIFIED FOR 1934 AND AS 
Ir Woutp AppeEAR WHEN CLASSIFIED ON 
THE 1933 Basis* 
(In millions of dollars) 


1934 Basis 1933 Basts 
Agriculture 2,252 2,218 
Mines and Quarries 10,228 10,030 
Manufacture 52,523 66,626 
Foods 5,763 7,195 
Liquors, etc. 923 1,046 
Tobacco 1,022 1,080 
Textiles 4,514 4,584 
Leather 740 810 
Rubber 1,148 1,324 
Forest Products 2,369 2,525 
Paper, etc. 2,211 2,708 
Printing, etc. 2,331 2,855 
Chemicals 10,938 16,101 
Stone, etc. 1,857 1,935 
Metals 17,147 22,521 
Miscellaneous 1,561 1,942 
Construction 1,700 1,624 
Public Utilities 68, 461 83,990 
Trade 17,434 16,651 
vervice 7,771 7 993 
Finance 140,840 112,073 
* Data are for year 1934, for corporations which reported as con- 
n 1923, plus‘all other corporations. 


what less informing analysis of dollar data 
can, however, be made; and this is illus- 
trated for total assets in Exhibit XII. The 
left column reports the figures as classified 
by industry for the 1934 returns as sub- 
mitted. The right column reconstructs the 
1934 industrial classification as it would 
approximately have appeared if the cor- 
porations filing consolidated returns in 
1933 had continued to do so. This recon- 
struction is secured for any division or 
group by subtracting from the 1934 total 
assets in that division or group the total 
assets belonging to companies in that divi- 
sion or group which had filed consolidated 
returns in 1933, and adding the total assets 
for 1934 of all companies which had filed 
consolidated returns coming within that 
division or group in 1933.25 The resulting 
“Data for the subtraction appear in Statistics of 
In me for 1934, Part 2, pp. 162-169; and for the 
addition, pp. 186-193. 
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effects of the shifts upon the income- 


figures on the “1933 basis” are only an 
approximation: the change in the filing of 
returns brought about substantial changes 
in reported assets, because of intercorporate 


EXHIBIT XIII 
Rate or Return on Equity IN 1934, FOR SELECTED 
Divisions AND MANUFACTURE GROUPS, ON 
Basis or AcTUAL 1934 CLASSIFICATION 
AND OF A CONSTRUCTIVE RECLASSIFI- 
CATION UNDER PROVISIONS OF 


Previous Laws 
As Classified 





- 


Construce 
Actually on tively on 
1934 Basis 1933 Basis 
Manufacture 3.03 3.52 
Foods 6.15 4.04 
Textiles 0.46 0.47 
Chemicals 3.69 4.34 
Metals 2.29 2.54 
Public Utilities 1.48 1.26 
Trade 3.04 2.91 
Finance 17 —0.027 


holdings and similar reasons. Moreover, the 
change in the law set in motion certain 
adaptations of corporate policy—as is 
always the case when tax arrangements are 
changed—by which corporate finance or 
operation accommodated itself to the new 
type of tax burden. These adaptations are 
important, though they may be indirect 
and may develop only gradually. In any 
case, they—with the point previously men- 
tioned—operate to prevent the figures of 
the right column of Exhibit XII from show- 
ing exactly how the assets would have been 


distributed industrially if the law had not 
been changed. 


The figures as shown indicate large 


*“losses”’ in assets, as a result of the change 
in the law, for Manufacture and Public 
Utilities, and a large gain for Finance. For 
all other divisions changes were small both 
absolutely and relatively, and these changes 
were gains in all cases except for Service. 


Every manufacture group except Foods 


showed a loss, and the losses were particu- 
larly large for Chemicals and Metals, and— 


relative to size—for Paper and Printing. 
Broadly speaking, the “‘lost”’ assets of the 


various manufacture groups except Foods, 
and of Public Utilities, went largely to 
other divisions and especially to Finance. 
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A final summary of the special 1934 
tabulations relating to consolidated returns 
will show the approximate effect of the 
change in the law upon the rate of return on 
equity. This analysis can unfortunately not 
be carried out for size classes, but is feasible 
for industrial classes, and thereby yields a 
helpful check on the 1934 results shown 
above in Exhibit IX. The analysis is 
carried out exactly along the lines described 
for Exhibit XII, and revised calculations of 
the 1934 rate of return on equity for each of 
the four leading divisions and manufacture 
groups yield results approximately as they 
would have appeared for 1934 if the law had 
not been changed. These revised figures, 
with similar 1934 data from Exhibit IX for 
comparison, appear in Exhibit XIII. 
Changes, some of them substantial, appear 
for every division and group; but the most 
striking change is for Finance, a 1934 rate 
of —0.027 on the constructive 1933 basis of 
classification against a rate of 1.17 on the 
actual 1934 basis. 

The figures in the right column of Exhibit 
XIII do not constitute a strict reconstruc- 


tion of the consolidated corporation situa. 
tion for 1934; because the ratios are “afte; 
Federal taxes,” and the taxes deducted are 


those actually paid in 1934. If the corpora. | 


tions had filed consolidated returns on the 
former basis, the Federal tax liability 
would for many such returns have been les 
—through the cancellation of part of the 
statutory net income of a system of 
corporations by the deficits of certain of it; 
subsidiaries—than the tax actually paid, 
Therefore, the ratios in the right column 
all run too low, and by an unknown but 
perhaps substantial amount. With the dats 
as published, I see no way of calculating 
what the tax would have been on the basis 
of filing consolidated returns; but, by an 
intricate and somewhat uncertain process 
which I propose to discuss elsewhere in 
connection with a general analysis of the 
effects of the 1934 change in the law, an 
appropriate estimate appears possible. For 
the present, we may assume that each 
“reconstructed” ratio should be elevated 
somewhat, and that the Finance ratio 
should probably not be negative. 
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THE FALLACY OF EASY MONEY FOR THE SMALL 
BUSINESS 


BY JOSEPH L. NICHOLSON 


HE problem of raising capital 

for small business was brought 

to a focal point at the February 
conference of small businessmen in 
Washington. The issue is worthy of 
closer analysis. Certainly small busi- 
ness is essential to our present econ- 
omy. Former Assistant Secretary of 
Commerce Draper, in introducing the 
conference, stated “ . 9o% of the 
manufacturing concerns employ less 
than 500 people, but do more than 60% 
of the nation’s business.’’ Prosperity 
begins with small underlying businesses 
on which big business depends. Let us 
examine the justification of the small 
businessmen’s complaint that the cost 
of capital is prohibitive. 


Sources of Permanent Capital 

Working capital is always available 
to the small business in good financial 
condition. The problem has been to get 
long-term or permanent capital. Today, 
for the small business to raise perma- 
nent capital, it must pay an exhorbitant 
rate. Despite the fact that the New 
Deal has held out a friendly hand to 
little business, it has been big business 
that has been helped. 

Chairman Douglas of the Securities 
and Exchange Commission in a recent 
speech stated that the financing of 
small business should be done locally. 
This was a very logical suggestion. Un- 
lortunately there are two obstructions 
that now make the investing of capital 
in smaller enterprises, local or else- 
where, almost an impossibility. The 
‘irst of these is taxes. In the past many 


of the smaller enterprises were financed 
by a few local wealthy individuals. Now 
this source has been practically elimi- 
nated because of high income taxes. 
Recently the writer was asked to in- 
vestigate a new process by a group of 
individuals who were considering in- 
vesting in it. The enterprise, over a 
period of time, showed every evidence 
of being able to yield 15%. Neverthe- 
less, they turned it down on the advice 
of their tax experts. Because members 
of the group were in the surtax class 
the net return would be only 3%, and 
they were already realizing as much 
from their municipal bonds with com- 
paratively little risk. 

The many arbitrary rulings of the 
Bureau of Internal Revenue on taxa- 
tion have further discouraged the in- 
vestment of capital. The case of Ellen 
Hyde Scovill v. Commissioner of In- 
ternal Revenue, Respondent, is an exam- 
ple of such rulings. A sum of money 
was advanced by a woman for the 
development of a new patent. Upon 
dissolution of the business, the court 
refused to allow her to deduct the 
amount advanced. The opinion stated: 


“* . . . debts sought to be deducted as 
worthless must have had at some time a 
real commercial value.” If such a 


ruling is to be sustained and followed 
as a precedent, it means that if one 
backed an invention and it turned out 
successfully, he would pay a tax on the 
profits; if it turned out unsuccessfully, 
he would not be permitted to deduct 
the loss, since no new or untried project 
has a real commercial value prior to the 
time it is put on a commercial basis. 








32 


The second obstruction to the flow 
of capital to small business is the de- 
mand for liquidity on the part of the 
lenders. Many businessmen in the 
1920’s were spoiled by the ease with 
which they obtained long-term loans 
from banks. These long-term bank 
loans were sources of borrowed capital 
for the small business. It was custom- 
ary for the small business to obtain its 
capital from bank loans on real estate 
and long-term notes which were re- 
newed from time to time over the years 
unless the business suffered reverses. 
The proceeds from these loans were 
used for such capital expenditures as 
expansion of plants or the purchase of 
new equipment. The only prospect of 
paying off such loans was that of the 
anticipated profits from the capital 
expenditures. The surplus profits tax 
was a factor in discouraging these loans. 

Today, banks, in their desire for 
liquidity because of future uncertain- 
ties and their unfortunate experience 
with long-term loans during the depres- 
sion, practically limit their loans to 
one-time commercial transactions! for 
small concerns. Until July first, when 
examining rules for banks were eased, 
the examiners had been a factor in 
curtailing long-term loans. Contrast 
this fear that loans to small companies 
will not be liquid with the bank loan of 
$50,000,000? to the United States Steel 
Corporation to be paid off over a period 
of three years. 

The result of these two deterrents, 
high taxes on individuals and insistence 
upon liquidity by banks, eliminates two 
important sources of funds. Therefore, 
the small undertaking is forced to seek 
a more costly method of raising capital, 
namely, that of a public offering of its 
securities. The cost is increased because 


Such as would be paid off on completion of an order 
or at the close of a season. 
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the investors also demand liquidity 
more than ever in the face of presen 
uncertainties. They will put thei 





funds only in those companies whose 
securities have a wide market. Fo; 
instance, E. I. duPont de Nemours 
Co. sold in July, 1937, a $50,000,000 
issue at a cost of only 2.7%. The 
insurance companies purchased the en- 
tire issue of such companies as the Dow 
Chemical Co., Union Carbide and Car. 
bon Corporation, and Socony-Vacuum 
Corporation at practically no selling 
cost to the issuing companies. What « 
fallacy easy money is for the small busi- 
nessman! Ours is an expanding econ- 
omy in which new small businesses 
should be continually forging ahead 
to supply competition for the large 
businesses. 


Costs of Small Security Issues 


What are the costs of raising capital 
for the plant expansion of small and 
moderate sized businesses as compared 
with the larger business? An examina- 
tion of statements listed by the Secur- 
ties and Exchange Commission for the 
first six months of 1937 for firms 
seeking capital of under $100,000 re- 
vealed a cost of approximately 30%. 
The figures in Exhibit I were taken 
from the 217 common stock, preferred 
stock and bond, note and debenture 
issues registering during 1937. It will 
be noted that the smaller issue o! 
capital tends to cost considerably 
more than the larger issue. 

Even with the high commission 
allowed the underwriters, 30% 0! 
the 483 smaller security issues regis 
tered with the Securities and Exchange 
Commission since 1933 could not b 
sold at all. A large percentage of the 
remaining issues were only partially 


* Paid off in June from part of the proceeds of the salt 
of $100,000,000 debentures. 
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cold. The result was that the companies 
nos only did not get their needed funds 
but were out the registration costs as 
well. Recently the writer was present 
at a meeting between a broker and his 
client. The broker presented the sta- 
tistics of a small firm which had had an 
excellent record of earnings for the 


Exuisitr | 
or Security FLotation BY $1zE oF Issut 


EXPENSE 
(First six months of 1937) 
Size of Issue Number Expense of 
(In thousands of Issue 
of dollars) Cases in % 
( n Stock Under 250 33 22.4 
250-499 19 19.9 
500-749 21 19.1 
75°-999 10 18.2 
I ,000-4,999 22 7 
Preferred Stock Under 250 9 ty 
250-499 1 19.5 
500-749 8 11.8 
752-999 3 15.7 
I ,000-4,999 17 9.3 
5 ,000-9,999 2 3.7 
10, 000-24,999 2 3-3 
25,000 or More 2 3.0 
sonds, Note 
Debe 
Under 250 5 9.2 
250-499 7 9.3 
500-749 5 9.8 
752-999 2 4.2 
I ,OOO-4,999 1S 4.8 
§ ,000-9 , 999 3 4.8 
10,000-24,999 13 4 
25,000 or More 8 as 


past ten years; but his customer in- 
sisted upon buying International Silver 
Company securities because, he said, 
‘Those bigger companies can’t go 
broke.” 

lhe chief item of cost in raising 
capital today is commission and dis- 
counts to underwriters. The rank of the 
percentage of other costs is usually in 
the following order: legal fees and ex- 
penses, accounting fees and expenses, 
miscellaneous expenses, printing and 
engraving, state qualification fees, trus- 
tees’ fees, engineering fees and expenses, 
listing fees, revenues, and registration 


} 
PES 


The registration costs do not de- 
crease proportionately with the size of 
the issue. For example, the cost to Com- 
pany A for a $1,000,000 issue was 
$29,000, while the cost to Company 
B for a $500,000 issue was $25,000. 
From a survey of over 100 dockets of 
security issues the lowest cost at which 
an issuer can take care of his SEC 
registration, aside from the selling cost, 
is $4,000. But the cost will vary with 
the ability of the firm’s officials to 
furnish the necessary information, past 
accounting records, the experience of 
experts, accountants, and lawyers in 
registration procedure, and the trim- 
mings of the issue, such as warrants, 
conversion privilege, and so forth. As 
an example, the cost of registration for 
three separate $500,000 issues was 
$25,000 to Company A, $16,000 to 
Company B, and $10,000 to Company 
C. But it should be borne in mind that 
the real expense of raising capital for 
smaller businesses comes from the 
higher selling cost. 

Since the majority of underwriting 
firms are reluctant to handle an issue 
of under $1,000,000, and we have al- 
ready seen the high cost of such issues, 
it would seem that raising the exemp- 
tion from some of the costs of registra- 
tion, particularly for bonds, from 
$100,000 to $750,000 would be helpful. 
Many small companies are unable to 
refund their bonds or preferred stock 
issues. Although the interest rates of 
the new issues would be considerably 
lower, the high cost of new financing 
would absorb all the savings from the 
reduced interest rate. 


A Proposal for Financing Small Busi- 
nesses 
number of 


There have been a 


suggestions to help finance small busi- 








34 
nesses. Some have advocated govern- 
ment loans, but the consensus of 
opinion of most businessmen is that 
those who have applied for Reconstruc- 
tion Finance Corporation loans have 
experienced the high cost and the red 
tape of government procedure and fear 
of political implications, and therefore 
prefer another method. Furthermore, 
government loans have been expensive 
for the tax payer. Twenty-three per 
cent of the old RFC industrial loans 
are in default. 

From the foregoing it is obvious 
that neither banks, investment houses, 
private investors, nor the government 
can properly supply long-term or perma- 
nent capital for small business. A new 
form of institution that might be called 
the Capital Trust is suggested. It 
should be allowed toassume larger risks, 
and not be under the necessity of 
liquidating its assets at a rapid rate 
should business conditions turn for the 
worse. Capital for it should be supplied 
as a joint enterprise by the local banks. 
Such an organization should be pri- 
marily interested in maintaining the 
prosperity of its community. The 
banker would be among the first to 
benefit. Only firms in the community 
should be permitted to procure funds 
from the local Capital Trust. The 
operation of the Capital Trust would 
be helpful in restoring the desired local 
financing of small enterprises. Because 
the local banks would be financially 
interested in the Capital Trust, they 
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would be able not only to supply past 
credit experience but to keep it cop. 
tinuously up to date. 

The Capital Trust should assume , 
responsibility in the management of 
the companies in which it supplies 
capital, as long as it retains a financial 
interest. Economies in the management 
of the financed companies would le 
made possible by having a staff oj 
marketing, finance, and _ production 
experts in the employ of the Capital 
Trust. Good management, a vital fac. 
tor in any concern, is more nearly 
assured. Protection must be provided 
to prevent the Capital Trust from 
unduly retaining a dominance in the 
affairs of a firm which no longer need; 
its guidance. At a prearranged figure, 
loans granted or securities underwritten 
by the Capital Trust could be paid of 
or reacquired at any time by the debtor 
firm. Furthermore, to minimize risks 
the size of its participation in any one 
enterprise should be limited. 

Banks warned by RFC Chairman 
Jones of facing government control for 
not lending could find use for their idle 
funds and relieve the present pressure 
for government financing by providing 
capital for the Capital Trusts organized 
in their localities. As a safeguard to 
the source of capital, the user of the 
capital, and the public, it is not sug 
gested that a Capital Trust be anything 
more than a local enterprise. By means 
of a Capital Trust, money might be 
made easy for the small business. 
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THE INFLUENCE OF INTEREST RATES UPON 
ENTREPRENEURIAL DECISIONS IN 
BUSINESS—A CASE STUDY}! 

BY J. FRANKLIN EBERSOLE 


N seeking an answer to the ques- content with such evidence as may be 
tion, “Is the interest rate an obtained by the sampling method. 
important influence in determin- Sampling of decision-making-in-prac- 


ing whether businesses expand or _ tice is commonly known as the “case 


ily 


contract their operations or plants?,” method.” When numerous cases are 
the best method of research would be obtained and studied we have the 


to sit at the elbow of each major busi- _ideal form of investigation known as 
ness executive and analyze the policy _ the “inductive method.” 

decisions made, as they occur. Such a The possibility of originating some 
method, if satisfactorily pursued, would cases for the purpose of this study was 
require a very long period of time— considered. The limited time available, 
at least one long business cycle. The however, prevented such case collec- 
method would be prohibitively ex- tion. It was decided, therefore, to 
pen sive for individual research. Pains- survey the available cases heretofore 


t Aa 
taking and difficult analysis would be gathered by other persons, even though 


necessary to ascertain the stimuli such cases were not concerned solely 
leading to each specific action and to with the problem of interest rates. 
‘stimate the relative weights of the Cases developed by others should have 

us elements in each decision. — especial value since they are free from 


Such an elaborate survey would supply _ the possible bias of originators under 
more reliable conclusions than those conscious pressure to present signifi- 
now provided by a priori reasoning or — cant conclusions regarding the interest 
those acquired by the common methods rate. 
of statistical research, in which the Fortunately, we have available for 
existence of correlation, with or with- analysis and classification a large num- 
out lag, is accepted as reflecting a ber of such neutral cases presenting 
nplete view of the factors in business _ the problems which arise when business 
lecisions. executives make decisions regarding 
No one has had the time, resources, _ policies and administer such policy de- 


inclination to make such anelaborate cisions. The Harvard Graduate School 

survey for the purpose of obtaining of Business Administration has been 

dependable conclusions regarding the accumulating business cases since De- 

importance of interest rates in making cember, 1920. The total number in the 
isions that result in business action — grand file reached 13,119 on November 
nonaction. We should have to wait 30, 1937. 


iny years for the completion of These cases were gathered by numer- 
a survey. Meanwhile, we must be _ ous field men having the proper intro- 
tial portion of this article was pre- American Economic Association at Atlantic City, 

Round Table Conference of the December, 1937. 


we 
Ww 
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ductions to reach the persons from 
whom complete information, confi- 
dential or otherwise, could be obtained, 
and presumably cover the problems 
of business. These cases are peculiarly 
suitable, first for obtaining perspective, 
since they show how frequently or 
infrequently business is concerned with 
problems of the interest rate; and, 
secondly, for ascertaining specifically, 
in the instances where interest is a 
factor in a business problem, the fre- 
quency or infrequency with which the 
interest rate is either one of many 
factors or the significant element upon 
which the decision turned. The results 
of a survey of these cases can be pre- 
sented most simply in numerical 
terms. 

A greater significance must not be 
attached to the figures than is afforded 
by the data and sources used. These 
cases in the grand file are predomi- 
nantly business cases. They do not 
contain a presentation of the problems 
of political bodies that determine the 
amount and direction of government 
and municipal outlays, or of specula- 
tive or investment operations in real 
estate, as such. The evidence used in 
business decision-making, and _pre- 
sented in case histories, is the obvious. 
No attention is or can be given to the 
interest rate of the past as a factor in 
determining the costs of present ma- 
terials. The contemporary interest rate 
is not evaluated as either a barometric 
or a psychological factor influencing 
judgment. Nevertheless, a group of 
cases which are predominantly business 
cases provides the best available evi- 
dence regarding the making of entre- 
preneurial decisions in business. 


Method of Examination of Cases 


To examine separately each case of 


the 13,119 contained in the grand file 
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would entail more time than the ob. 
tainable results would merit. To stud, 
the cases in a random sample of th. 
total number would not be satisfactory. 
unless a very large sample was taken, 
To scrutinize separate cases in a large 
sample appeared to be witless when } 
was discovered that the cases wer 
indexed according to subject matter, 
the typical case being cross indexed 
under three different topics. In order 
that nearly every case involving inter- 
est rates might be located, the topic; 
in the official index were compared 1 
determine which ones would be most 
likely to reveal cases involving interest 
problems. The topics were then arrayed, 
from the topic thought most likely 1 
reveal interest cases to the topi 
thought least likely to reveal cases 
containing interest problems. The ob- 
jective set was to study in detail t! 
cases classified under the first and ea 
succeeding topic, until the attenuating 
dividend received from the study 
each succeeding topic should finall; 
become negligible. To present con- 
veniently the results of the analysis 
of separate cases and to demonstrat 
the adequacy and completeness of t! 
cases selected by this method, 
arrayed topics so far as they wei 
actually used are divided into tw 
groups. ‘The first group of topi 
thought more likely to produce cases 
involving interest rates follows: 


Interest Financing Construct 
Capital Financing Purchase 
Capital Expenditures Finance 

Capital Investment Financial Problems 
Entrepreneurs Equipment 
Expansion Investment in Plant 
Money Building Costs 
Speculation New Business 


The second group of topics thought 
less likely to produce cases involving 
interest rates follows: 




















ee 
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Business Conditions 
Business Cycles 
Business Depressions 
Buying Motives 
Inventory Control 
Inventory Problems 
Railways and 
Equipment 
Mortgages 


In the first group of 16 topics, it 
a rs that 591 different cases were 
isted. Every case under each one of 
the 16 topics was examined.’ It was 
essary to reject 107 cases containing 
descriptive material or presenting 
lems such as legal problems, and 

191 cases covering functional, struc- 
and guasi-mechanical operating 
including refundings. ‘The 

sidue of 93 cases, therefore, involved 
neurial problems of business of 
in which interest rates might 
a factor. Of these 93 cases, 

3 in which the 
cost of capital funds, was not 

tioned, and but 30 in which the 

st rate was mentioned. Of the 30 

in which the interest rate was 
mentioned, there were 20 in which it 
vas not a tactor contributing to the 
ion whether or not to expand or 
only 1o in which the 
, or cost of capital funds, 


were 6 interest 


1 


t, and 
est rate 


was recognized as a factor in the mak- 


g the decision. Of the 10 cases in 
the interest rate was a factor, 
ne case was found in which it was 

the sole or the decisive factor! 
In the second group of 17 topics, 


re 1,637 different cases from 


tained 1n 


hrs ] , re ' 
ises, only 166 were examined 
ic} N I¢ his hea ebt 
I ra idg y e cases 
W ( ] ler the ‘ 4 
€ c h t ¢ vere 
€ te ive stud I the 757 
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the first group. ( )f 
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in detail. These 166 were taken from 
the 1,637 by the selection of the first, 
tenth, twentieth, etc., cases listed 
under each topic. In none of the 166 
was the interest rate mentioned. Inas- 
much as the study proceeded topic by 
topic through 33 topics until negative 
results’ were obtained from 18 con- 
secutive topics, further detailed in- 
vestigation of the remaining 12,362 
cases in the grand file probably would 
not have additional 
involving interest rates.‘ 


revealed cases 


Appraisal of the Data 


Before drawing conclusions, we must 
consider some of the possible limitations 
of the data and sources. First, there is 
the method used. If a complete survey 
had been made, probably some addi- 
tional cases have been found 
in which “interest”? was mentioned, 
and a few in which it was a factor in 
decision-making. 

Secondly, there is the _ possibility 
of overweighting in one phase of the 
business cycle. The production of cases, 


would 


‘ 


however, was reasonably continuous, 
as shown by the number of 
placed in the grand file in each of the 
different years. Apparently twice as 
many cases were produced in periods 


CaSes 


of recovery as in periods of decline. 
“Interest rate’? cases similarly were 
filed more largely in periods of recovery 
than in periods of decline as is shown in 
Exhibit I. 

Thirdly, there is the 
doubt as to the ability of the field men 
to discover or interpret, and of the 


inevitable 


were tabulated, there were I! cases involving 
problems of expansion or contraction in wl nterest 
rates have been a factor, 1n 77 f which the 
interest rate was not mentioned, and in 3 which 
the interest rate was mentioned. Of the 30 cases in 


j 1 


were mentioned, there were 


which interest rates 
t was a factor, and mone 


r controlling tactor. 
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business executives to recognize and 
describe, the bases of their decisions 
and actions. Perhaps other field men 


will never be able to perform a similar 


EXHIBIT I 


ANNUAL Fitincs or New Cases 


Year Ending Total Interest Interest 
June 30 Filed Mentioned aa Factor 
1922° 1,577 
1923f 1,221 
1924 1,030 5 2 
1925 1,029 
1926 414 3 
1927 2g! 4 
1928 885 I I 
1929 1,021 
1930 742 
1931 1,046 4 2 
1932 642 
1933 302 
1934 529 
1935 713 
1936 784 4 2 
1937 634 8 3 
1938] 259 I 
13,119 30 10 
* One and a half years: December 1, 1920, to June 1, 1922. 
+t Thirteen months. 
t Five months only: July 1, 1937, to November 30, 1937 


task with greater accuracy, because 
the field men used each had had not 
less than six years of collegiate study, 
of which the two graduate years had 
been spent in the intensive work of 
the Harvard Business School. The 
field men customarily produce a large 
number of their cases in one year 
following a full year of conditioning 
for this special task; consequently, they 
spend about seven years in collegiate 
residence and study preliminary to 
their field work. 

Fourthly, there are several possibili- 
ties as to bias. Some cases may have 
been written for pedagogical purposes, 
with the concomitant oversimplification 
designed to present single issues even 
in complex situations. The precon- 
ceived notions of professors may have 
*There were twenty-three courses of study, one 


semester in length; nineteen courses, two semesters 
in length; and seven seminars, usually taken for one 


exercised an unfair influence upon the 
objectives and the sleuthing of the field 
men. The interest rate factor may have 
been implicit in field work conversa. 
tions as well as in case reporting. 

These possibilities of bias and error 
are difficult to appraise. In the search 
for some independent method of ap. 
praisal, a second type of inquiry 
emerged as a possible source of eyi- 
dence. It was decided that the relative 
importance attached to the interest 
rate as a factor in business decisions 
could be obtained, not merely from an 
objective examination of the grand file 
of cases, but also from a survey of 
expert opinion as revealed by the teach- 
ing of the faculty of the Harvard 
Business School. 

Teachers in charge of graduate 
courses in business subjects in a busi- 
ness school should be steeped in the 
problems of business, and _ their 
teaching activity should reflect their 
background of first-hand information 
acquired by years of observation. The 
relative quantum of teaching attention 
devoted by such teachers to interest 
rates as a factor in entreprenev- 
rial decision-making should contribute 
something to a conclusion regarding 
interest rates. It was not possible to 
select a particular year thought to 
be typical. Of necessity the study was 
confined to the school year of 1936 
1937- 

The survey of the 61 semesters 0! 
class work,® excluding seminars, taught 
that year at the Harvard Business 
School was made by direct consulta- 
tion with those in charge of each course, 
except for 12 semesters classifiable 
without such special investigation. 
In each of the 56 semesters of class 


semester. The number of hours per week in 4 
courses and seminars was equal. 
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4.06% to problems of entrepreneurial decision 
(exclusive of functional problems) which 


work taught by the case method, the 
portion of the total attention devoted 
to the interest rate was obtained by 
, simple method. It was assumed that 
\| cases within any one semester were 


all Cao 


of equal importance. The percentage 


of interest rate cases was calculated 
by the use of the total number of 
cases in each semester as a base. For 
each of the five semesters of class work 
not taught by the case method, a simi- 
lar percentage calculation was made, 
upon the assumption that all hours of 
classroom attention or performance 
within any one semester were equally 
significant. The results obtained for 
the two groups of courses taught were 
then consolidated, each semester of 
class work being taken as of equal 
importance. 

\ccordingly, the survey and com- 
putations yielded the following results 
as to the portions of the total teaching 
attention given to business problems 
which were devoted in various degrees 

) interest rates: 
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might have involved, or mentioned, 
interest rates; 

1.64% (included in the above 4.06%) to 
problems in which the interest rate was 
known to be a factor in decision-making; 
and 

(included in the above 1.64%) to 
problems in which the interest rate 
was viewed as a controlling factor in 


making decisions. 


0.10% 


Conclusion 

Upon the basis of the results ob- 
tained by these two surveys, we must 
conclude that there is a strong presump- 
tion, which should be verified by more 
elaborate tests of fact by the case 
method, favoring the thesis that: 


The interest rate is not viewed as an 
important problem by business man- 
agement; the interest rate is seldom 
considered as a factor in the entre- 
preneurial decisions of business to 
expand or contract, and is a controlling 
factor in a _ negligible number of 
instances. 








THE BUSINESSMAN’S STAKE IN JUDICIAL REVIEW 
BY J. HAROLD DENIKE 


HE Supreme Court of the 

United States is today being 

placed in greater jeopardy by 
its avowed friends than by its alleged 
enemies. Although the proposal of the 
present Administration to enlarge its 
membership was defeated by a wave 
of political revulsion which transcended 
party lines, the conditions which cre- 
ated that emergency persist. Estab- 
lished to maintain the broad legal 
framework of our constitutional sys- 
tem, the Court has not only been 
forced to take sides in essentially 
political controversies, but also to de- 
cide technical, economic, and business 
problems in what is bound to seem to 
the defeated interests an artificial and 
legalistic way. By admission of its own 
members,' it has had too much to do. 
For what some wag has called the 
divine right of powers to be separated 
we have gone far to substitute the 
divine right of all public issues to be 
judicially reviewed. 


A Court of Appeals for Administration 


Businessmen, who have a genuine 
stake in judicial review, will best serve 
their own interests by forwarding prac- 
ticable policies looking toward relieving 
the Supreme Court’s political and ad- 
ministrative burden, and at the same 
time preserving the essence of legal 


' See particularly Justice Stone, in West v. Chesapeake 
& Potomac Telephone Company (1935), 295 U.S. 662, 
pp. 689 ff., where he laments the assumption by the 
courts of the task of determining “fair replacement 
value” of utilities; also Justice Brandeis, in St. Joseph 
Stock Yards Company v. U.S. (1936), 298 U.S. 38, 
pp. 86 ff., where he points to the enormous number and 
technical character of findings on which a court is 
expected to give an “independent judgment” because 
the facts bear on a constitutional issue. 
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protection from arbitrary acts of ex. 
ecutive agencies. To that end, since 
their contacts with government are 
increasingly with such agencies rather 
than with Congress or the courts, a 
bill submitted in the last session of 
Congress deserves the serious attention 
of the business community. Introduced 
by Senator Logan of Kentucky,? it pro- 
poses to do the necessary job by 
creating a United States Court of Ap- 
peals for Administration to hear all 
appeals from the independent admin- 
istrative tribunals and several depart- 
ment heads. Such existing jurisdiction 
of the district and circuit courts o/ 
appeal is abolished. It is also the im- 
plicit intent of the bill to limit appeals 
to the Supreme Court by interposing 
between it and the commissions a 
court at once independent and tech- 
nically informed on the issues it will 
decide. The Supreme Court will then 
consent to review fewer such cases. 
For instance, the proposed court 
would have heard the appeal from 
Secretary Wallace’s decision and order 
in the Kansas City Stockyards case, 
thus saving the Supreme Court from 
the political storm its decision raised. 
The case has turned on whether or 
not the Secretary of Agriculture had 
granted the appellants a fair hearing 
under the Packers and Stockyards Act 
2S. 3676. The bill was referred to the Committee on 
the Judiciary, where it was still pending when this 
article was written (August, 1938). Hearings began on 
April 1, and were adjourned on June 1 subject to the 


call of the chairman of the subcammittee, Senator 
Logan. 

3See Morgan v. U.S. (1936), 298 U.S. 468 (first 
appeal), and Morgan v. U.S. (1938), 58 S. Ct. 773 
(second appeal). 
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before issuing an order reducing the 
charges for their several marketing 
services. The record which the Court 
had to examine contained some 10,000 
pages of transcript of oral evidence 
and over 1,000 pages of statistical ex- 
hibits. The original administrative pro- 
ceeding had begun eight years ago and 
gone through two appeals to the Su- 
preme Court, one in 1936 and one 
last spring. Having on the first appeal 
sent the case back for further evidence 
in the issue of whether appellants had 
had a “full hearing,” the Supreme 
Court in the second appeal was still 
unconvinced that they had. Presum- 
ably the rates charged at the Kansas 
City Stockyards are still what they 
were in 1930, after eight years of un- 
certainty for all concerned. 

Shortly after the decision was an- 
nounced, in which the opinion of the 
Court had used such phrases as “‘ fatally 
defective” in describing the hearing 
by the Secretary, the latter appealed to 
public opinion in a letter to the editor 
f{ the New York Times.* By this novel 
procedure the reading public was 
treated to the spectacle of an attack 
by a defeated department head upon 
the intellectual integrity of the Chief 
Justice of the United States. Whether 
1r not it was true, as Wallace charged, 
that the Court had gone out of its way 
to warn quasi-judicial agencies of the 
government to mend their procedural 
ways, interesting results did follow. 


The National Labor Relations Board 


sought to recall certain of its orders, 

notably in the Ford and Republic 
taal oe cs ‘s : 

Steel cases, in order to forestall their 
ater judicial condemnation under the 

‘ May 8, 1938. See also the reply of opposing counsel 
> New York Times, May 15, 1938. 

vew York Times, May 1, 2, 14. 

Morgan v. U.S., at p. 778. 


nator Logan referred to some such statement by a 


A 


Yashington columnist during the hearings on the 





Morgan decision for what the Board 
termed mere “technical errors’’® but 
what the Court might call a failure to 
act “‘in accordance with the cherished 
judicial traditions embodying the basic 
concepts of fair play.’”® 

The Supreme Court “packing”’ plan, 
the Reorganization Bill, the Wallace- 
Hughes debate, and the Logan Bill to 
create an American Conséil d’ Etat, are 
all too likely to be viewed by business 
as one giant conspiracy to eliminate 
judicial review.’ The sequence of events 
is unfortunate. There was much in the 
plan of reorganization, notably the 
separation of the judicial from the ad- 
ministrative functions of the executive 
commissions, which the businessman 
would have favored had his attention 
not been diverted from a consideration 
of its merits by suspicions aroused in 
the Supreme Court fight. There is also 
danger that the real merit in the Logan 
Bill will be obscured by the battle in 
the press over the Morgan decision, 
and the hasty “reform” of the National 
Labor Relations Board. While the bill 
is pending, and before Congress acts, 
businessmen should be examining the 
whole background of the problem of 
the limitations on executive discretion 
and reappraising their stake in judicial 
review of administrative decisions. 

At the outset, they should disabuse 
their minds of the idea that the pro- 
posal to place an administrative court 
of appeals between the Supreme Court 
and the independent executive com- 
department heads is 
“radical” or ‘“‘New Dealish.”” Four 
years ago such a conservative body as 
the American Bar Association went on 


missions and 


Logan Bill (//earings on S. 3676, June 1, 1938, p. 197). 
The senator pointed out that ‘“‘this bill substantially 
has been in Congress for 10 years.”” The columnist 
referred to was probably Paul Mallon. See his column 


in the Boston Herald, May 23, 1938. 
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record as favoring a federal adminis- 
trative court, patterned on the French 
administrative court system,’ and, far 
from being a ‘‘Star Chamber,” the 
Conséil d’Etat, highest administrative 
court in France, which, unlike the Logan 
Bill, permits no appeals to a higher 
court, is currently criticized by several 
French jurists for being too “judicial” 
and not permitting sufficient latitude to 
executive discretion on “questions of 
fact.’ 


Diversity of Commission Government 


Obviously, even in less parlous politi- 
cal times, a proposal to reduce the 
number and scope of appeals from ad- 
ministrative tribunals or department 
heads to the Supreme Court would 
meet with a hostile reaction from 
businessmen. They have seen so-called 
“‘quasi-legislative’”’ and “quasi-judi- 
cial” bodies growing apace since the 
Interstate Commerce Commission was 
created in 1887. Their number varies 
according to definition, but the court 
proposed by the Logan Bill would hear 
appeals from 13 commissions and 
boards and from certain quasi-judicial 
orders issued by the Post Office Depart- 
ment and the Secretaries of Commerce 
and Agriculture.'° 

Not merely the number of these 
bodies and their accelerating rate of 
5 See the “Report of the Special Committee on Ad- 
ministrative Law,” 59 American Bar Association 
Proceedings 200 (1934). This general subject was the 
gist of the presidential address in the 1938 convention, 
the proceedings also having much to do with the 
commissions and their procedure. See also the Hear- 
ings on S. 3676, statement of O. R. M’Guire of the 
Committee on Administrative Law of the American 
Bar Association (April 1, 1938, pp. 20 ff.) and the 
statement of Dean Pound, Chairman of that commit- 
tee (May 14, 1938, pp. 169 ff.). The present thought 
of that committee seems to be away from setting up 
another court and toward reforming commission 


procedure and simplifying appeals to the circuit 


courts of appeal. 
* See particularly L. Goldenberg, Le Conséil d’ Etat, 
Juge du Fait (Paris, 1932). 


growth since 1887, but also their 
variety and lack of a common denomi- 
nator, lead the businessman to view any 
restrictions on regular judicial review, 
which at least attempts to coordinate 
and standardize them, without en- 
thusiasm. These agencies differ mark- 
edly in the types of business areas 
which they regulate. The Interstate 
Commerce Commission takes a large 
slice of the public utility field, trans- 
portation, as its bailiwick. The Securi- 
ties and Exchange Commission selects 
certain financial aspects of all busi- 
nesses for its control, including the 
capital structures of public utility 
holding companies. The National Bi- 
tuminous Coal Commission concen- 
trates upon practically all aspects of a 
single industry, while the National 
Labor Relations Board has a jurisdic- 
tion which cuts across all industrial 
lines and fastens upon the employer- 
employee relationship to the exclusion 
of other business considerations. 
These agencies differ quite as mark- 
edly in their procedure. Some issue 
complaints and hear arguments on both 
sides, much like a court. Others hold 
investigations and issue orders before 
opportunities are afforded the regu- 
lated company to answer specific 
charges, although the Morgan case will 
10 The exclusive jurisdiction of the new court is to 
extend to disputed orders and decisions of the follow- 
ing federal agencies: U. S. Board of Tax Appeals, 
Processing Tax Board of Review (Treasury Depart- 
ment), Interstate Commerce Commission, Federal 
Trade Commission, Commodities Exchange Com- 
mission, Federal Power Commission, Federal Com- 
munications Commission, National Bituminous Coal 
Commission, National Labor Relations Board, Securi- 
ties and Exchange Commission, United States 
Maritime Commission, Secretary of Agriculture 
(Packers and Stockyards Act, etc.), Board of Gover- 
nors of the Federal Reserve System, Secretary of 
Commerce (restraints of trade in the fishing industry), 
Post Office Department (orders requiring publications 


to be sent by freight but apparently not fraud orders), 
and the Federal Alcohol Administration. 
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probably eliminate such practice.” Still 
others view the report of the trial ex- 
aminer as final and the subsequent 
argument in the hearing before the full 
board or commission or the regional 
directors as a ritual to satisfy the 
terms of the statute and not to influence 
judgment. 
' Such variations in procedure, of 
which these are but a sample, are to 
some extent inevitable and even desir- 
able in view of the variety in the areas 
regulated. But from the standpoint of 
the businesses regulated some broad 
uniformities are becoming essential. 
Today, as was not true a decade ago, 
the average company doing business 
‘in or affecting interstate commerce” 
is subject to the regulation of more 
than one of these commissions. Each 
extension of the scope of the Commerce 
Clause has brought new forms of fed- 
eral regulation. The case of the public 
utilities is clearest, some being regu- 
lated directly by one or more state 
commissions and the Securities and 
Exchange Commission, the Federal 
Power Commission, the Federal Trade 
Commission, the Federal Communica- 
tions Commission, to say nothing of 
the indirect regulation by the Ten- 
nessee Valley Authority. But even 
ordinary businesses have found possible 
grounds for disagreement between, say, 
the Board of Tax Appeals and the 
Securities and Exchange Commission 
on what their “income” was in 1937. 
Much of the distrust of commission 
government and much of the faith in 
the courts on the part of the business 
community is traceable to the fact that 
the courts have superior procedure 
from the standpoint of regularity, uni- 
formity, and consequent predictability. 
These are qualities particularly cher- 


‘' Secretary Wallace argued in his letter to the New 
York Times that what the Supreme Court ordered had 





ished by businessmen who, with reason, 
dislike to find the variables of the mar- 
ket multiplied by the variables of the 
law and its administrators. It is no 
answer to them that the regulators can 
demonstrate the need for keeping ad- 
ministration flexible if it is to be rapid 
and realistic. The National Labor Rela- 
tions Board need only deal with labor 
relations, but to business executives 
this is only one area of company ad- 
ministration. They must do business 
with many commissions, federal, state, 
and local; and they have the reasonable 
belief that “‘the government” should 
try to simplify the problems of con- 
formance to its many regulations far 
more than it has. To date, the only 
predictable uniformities of procedure 
among the commissions have been 
those imposed by the Supreme Court, 
and businessmen feel that they have a 
stake in judicial review if only for 
this reason. 


Politics and Administration 


While it is thus confusing to the busi- 
ness regulated that it should face one 
independent federal commission inter- 
ested in its financing only, another con- 
centrating on its personnel policies, a 
third on its competitive methods, and 
so forth, with none of them pursuing 
an integrated common policy in a uni- 
form way, yet even this is not the 
heart of the businessman’s suspicion of 
government by commission. That lies 
in his feeling that ‘‘politics” all too 
often dictates the allegedly “judicial” 
decision of such executive agencies. He 
thinks that only by maintaining in all 
its vigor a judicial control of adminis- 
trative action can he obtain an honest 
and disinterested hearing, and find the 
certainty and predictability which are 


been departmental practice for two years. (Issue of 
May 8, 1938.) 
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as essential to business as to the rule of 
law itself.!* He is not impressed by such 
words as “independent” or “ quasi- 
judicial” as prefixes to the names of 
his regulators when it appears to him 
that they combine functions which 
must be separated if justice is to be 
obtained: investigation, policy-forming 
and legislation, prosecution, judgment, 
and execution. Rightly or wrongly he 
feels that the prosecutor should not be 
both judge and jury; in this he follows 
an ancient Anglo-American tradition. 
But, fundamentally, even this tradition 
is one bound up with matters of 
procedure. 

Businessmen know from experience 
that while the public administrator 
must be given considerable discretion 
in order to perform his duties, he must 
at the same time be subject to some 
control in order to safeguard important 
social interests. They have favored and 
in most cases furthered the movement 
leading to the creation of administra- 
tive agencies of a quasi-legislative and 
quasi-judicial nature, yet they recog- 
nize that the evils of the old, cumber- 
some system may be preferable to 
prejudiced decisions, however expedi- 
tious or “expert.’’ The Supreme Court 
of the United States has become the 
symbol of protection from arbitrary 
administrative action, and_ business 
opinion was a large factor in the popu- 
lar wave of political pressure which 
prevented enlargement of the Court in 
1937. 

To a great extent the creation of the 
many independent administrative tri- 
bunals has come about in response to 
the complexities of industry and the 
inability of either legislatures or courts 
to regulate it realistically. Whether or 


12 H. L. Bevis, “‘ Procedure in the Interstate Commerce 
Commission,” 1 Cincinnati Law Review 241, 255 
(1927). 
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not the business community approves 
of the policies enforced by such agencies 
as the Interstate Commerce Commis- 
sion and the Securities and Exchange 
Commission, there is substantial agree- 
ment that such policies are better per- 
formed by these bodies than by 
Congress or the federal judiciary. They 
permit, if they do not guarantee, a 
more flexible and business-like handling 
of economic issues. For example, if 
rates are to be fixed for a public utility 
by a government, few would think 
either politicians or judges technically 
equipped for the job. While condemn- 
ing particular policies or decisions, few 
businessmen fail to recognize the inde- 
pendent administrative tribunal as at 
least potentially a most useful regu- 
latory device; and both major political 
parties have added substantially to 
their number. Government, like busi- 
ness, has had to devise means of making 
effective use of the expert. 

No satisfactory formula has been 
devised by the Supreme Court, how- 
ever, for holding administrative dis- 
cretion within limits appropriate both 
to order and to progress. The insistence 
of aggrieved companies on judicial re- 
view of administrative decisions, even 
on matters clearly within executive 
competence, and the neglect by ad- 
ministrators and legislators to prescribe 
uniform and fair procedure for these 
bodies, has frequently caused the Su- 
preme Court to assume functions which 
these agencies were created to perform. 
No unprejudiced observer can fail to 
perceive examples of usurpation of 
function on both sides in the history of 
judicial review of administrative deci- 
sions. The reconciliation of the need 
for certainty and order with the need 
for change and progress has put 4 
tremendous burden upon the Supreme 
Court, and it was inevitable that many 
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of its decisions, and even the institu- 
tion itself, should be severely criticized 
as partisan in the political arena. Caesar, 
as the symbol of the executive arm of 
sovernment, will ever claim that more 
be rendered unto him than many think 
his due: and the historic debate be- 
tween Lord Chancellor Bacon and 
Chief Justice Coke, personifying the 
claims of statesmanship and the claims 
of law, is unfinished. We come, how- 
ever, neither to praise nor to bury 
Caesar, but to determine how far and 
in what way his administrative dis- 
cretion should be permitted to extend, 
ind how to keep the benefits of judicial 
review of administrative decisions with- 
out stultifying administration. 


French and English Experience 

Lest we assume that this problem is 
peculiar to our form of government, it 
should be noted that England and 
France, to cite only two examples, are 
also currently interested in the prob- 
lem of Rule versus Discretion. Prior to 
and since the publication of the report 
{ the Committee on Ministers’ Pow- 
ers,!’ English writings and discussions 
in the fleld of government have been 
full of references to “Cabinet Dic- 
tatorship,” the ‘Star Chamber,”’ and 
“Government by Whitehall.”’'* Across 
the Channel, French jurists, while twit- 
ting the British for refusing to be logical 
enough to carry their administrative 
legal system through to a system of ad- 
ministrative courts,!® which Dicey had 


Cmd. 4060. (March 17, 1932.) 
‘Dee especially Lord Hewart, The New Despotism 
New York, 1929); C. K. Allen, Bureaucracy Tri- 


umphant (London, 1931); R. Muir, How Britain 15 
New York, 1930). See also the Hearings on 


. 3676, April 6, 1938, testimony of Professor Harold 
I , who was a member of the Committee on 
As:. tere’ P wers, pp. IOI ff. 


ee especially L. Duguit, “The French Administra- 
e Courts,” 29 Political Science Quarterly 385 (1914); 
Berthelemy, ‘“‘Communication on Anglo-Saxon 

trative Practice,” etc., 60 Bulletin Mensuel de 
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once condemned as inconsistent with 
the English “‘Rule of Law,’ have 
also been troubled by the problem of 
where to draw the line between legiti- 
mate executive and judicial discretion. 
Paradoxically, the French system, far 
from creating a government of men 
instead of laws, which Dicey held was 
inevitable when officials were not 
amenable to the ordinary law courts, is 
criticized at home for having become 
too judicial.!” 

Since the problem of properly limit- 
ing executive discretion is common to 
the three outstanding modern democ- 
racies, we may conclude that it is 
unconnected with the existence or non- 
existence of a written constitution. The 
““constitution”’ of England is tradi- 
tional, and has no Supreme Court to 
protect it; that of France is in reality 
a few statutes hastily passed after the 
Franco-Prussian War, dealing largely 
with the organization of the legislature, 
and containing no bill of rights. Nor 
is the doctrine of separation of powers 
controlling, however interpreted and 
whether or not applied: for English, 
French, and American jurists have 
quite different interpretations of what 
‘separation of powers”’ means. 

English and French theory and prac- 
tice, in fact, both inform us that there 
is nO magic in separating administra- 
tion from judicial control. The English 
tradition has been to leave Parliament 
supreme, while making all officials, 
from prime minister to the humblest 
la Socteté de Legislation Comparée 360 (1931). 

1% A.V. Dicey, Introduction to the Study of the Law of 
the Constitution (eighth edition, London, 1915). But 
see also his somewhat changed viewpoint in “The 
Development of Administrative Law in England,” 
31 Law Quarterly Review 148 (1915). 

17M. Waline, “Le Pouvoir discrétionnaire de |’ad- 
ministration et sa limitation par le contrdle juridic- 
tionnel,” 47 Revue du droit public 197 (1930); 
L. Goldenberg, Le Conseil d’Etat, Juge du Fait (Paris, 
1932). 
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clerk, amenable to the ordinary law 
courts which, however, were helpless if 
Parliament had authorized the execu- 
tive action challenged. The French 
tradition has been to prevent the ordi- 
nary law courts from interfering with 
either the legislature or the executive, all 
cases involving officials going through 
special administrative courts. The 
American tradition has been to subject 
both the legislature and executive 
officers to final court control in impor- 
tant areas of government. However, 
while thus starting their modern 
histories poles apart in the relation 
between the law courts and the executive 
agencies, English, French, and American 
administrative practice have met in the 
center of the problem of Rule versus 
Discretion. 


The Law and Fact Formula 


In the United States the doctrine of 
the courts for describing those matters 
proper for judicial or for official deci- 
sion has revolved about the judges’ 
distinction between so-called “ques- 
tions of law” and “questions of fact.” 
Congress, in writing into the statutes 
creating the quasi-legislative and quasi- 
judicial agencies the extent and limits 
of their jurisdiction, has made frequent 
use of the same language: the decisions 
by the commission on questions of fact, 
if supported by evidence, are to be final 
on appeals to the courts. On this as- 
sumed distinction hang all the law and 
the prophets where administrative ac- 
tion meets judicial review. When the 
aggrieved businessman appeals to a 
court of law to force, restrain, or 


modify an administrative order affect- 
ing his rights, he is informed that the 
court will not upset the findings of the 
officials on questions of fact, nor sub- 
stitute its judgment for that of the 
commission as to what were the facts 
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of the given situation. But if the office; 
or commission has acted without av. 
thority, or without jurisdiction, o; 
arbitrarily and unreasonably, that is q 
question of law; and the aggrieved jn- 
dividual or corporation is entitled to an 
independent judgment of the court on 
that question, including the facts rele. 
vant to it. For the sake of brevity this 
will be hereinafter referred to as “the 
law and fact formula.” 

While obtaining much of its rationale 
from our politico-legal doctrines of 
judicial supremacy, separation of pow- 
ers, and the rule of law, the practice of 
applying the law and fact formula to 
administrative cases grew out of the 
jury system. The ancient legal maxim 
describing the respective functions of 
judge and jury was: Ad quaestionem 
facti non respondent judices, ad quae:- 
tionem juris non respondent juratores. 
In the older English court procedure 
the purpose of the elaborate and logi- 
cally beautiful system of common law 
pleading was to reduce a complex situa- 
tion, involving the legal rights of two 
parties to a dispute, to either a question 
of fact or a question of law. If the 
former, a jury would decide what were 
the facts, since through the pleadings 
the parties would already have agreed 
on the law. But on issues of law, only 
the judge could decide; and upon an 
agreed set of facts also established by 
the pleadings. 

Thus, a plausible analogy lay ready 
at hand for the use of judges when they 
were asked to determine the limits of 
executive discretion. Both juries and 
administrative agencies applied stand- 
ards to particular situations: as whether 
X had acted “with malice afore- 
thought” or Y had engaged in an “‘un- 
fair method of competition.” Both 
seemed also to be_ preponderantl) 
“fact-finding” bodies. So decisions of 4 
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ommission were final only on ques- 
tions of “fact,” courts reserving the 
last word on questions of law. 

One source of difficulty which is im- 
mediately apparent is the striking dif- 
ference between “juries of laymen”’ 
and “commissions of experts.” Juries 
are chosen for their ignorance of the 
issues to be tried, while commissioners 
are chosen for their knowledge of a par- 

ilar area to be regulated. Juries are 
ad hoc, chosen for the particular case, 
while commissioners have longer terms 
than the President’s. The parties par- 
ticipate in selecting the personnel of 
juries, but commissioners are appointed 
by the President and Senate. Juries 
are not chosen until the pleadings have 
narrowed the issue to one which the 
parties have agreed is a matter of fact, 
with issues of law not in dispute; 

it commissions hear cases containing 
“mixed questions of law and fact,” 
such as whether “full-line forcing”’ is 
an “unfair method of competition.” 
Juries never initiate proceedings, while 
missions frequently do. Finally, 
while the standards of conduct of a 
jury operate ex post facto and for the 
immediate case only, the adminis- 
: board or commission creates a 
standard to which all must conform 
ie future until it is changed by 
or by the commission itself.'8 
Thus, one difficulty with applying 
aw and fact formula to the inde- 
dent commissions, however well it 
On these and related points see J. B. Thayer, 
Treatise on Evidence at the Common Law 
1898), Ch. 5; F. G. de Sloovére, “The 

ns of Judge and Jury in the Interpretation of 
statutes,” 46 Harvard Law Review 1086 (1933); 

Bohlen, ‘Mixed Questions of Law and Fact,” 

Pennsylvania Law Review 111 (1924). 

10 Valley Water Co. v. Ben Avon Boro (1920), 
53 U.S. 287 
Crowell v. Benson (1932), 285 U.S. 22. 

> lower court in the St. Joseph Stockyards case 

juestion: “If in a judicial review of an 
f the Secretary [of Agriculture] his findings 





may divide the work of judges and 
juries, is its description of the quasi- 
judicial and quasi-legislative tribunal 
as a “‘fact-finding” body. The com- 
missions were not created merely to 
find “facts,” but to formulate stand- 
ards and impose duties which may go 
so far as to destroy a man’s livelihood. 
Whatever jurists may say, to business- 
men the imposition of duties is tanta- 
mount to the adjudication of rights, 
while the writing of rules is legislation 
to all practical purposes. At the very 
least, these functions are more than 
“fact-finding.” 

Another shortcoming of the law and 
fact formula is the difficulty, if not im- 
possibility, of applying it to issues in 
administrative cases with any consist- 
ency. When the courts believe that a 
constitutional right depends upon a 
finding of fact, as whether a value 
found for a utility property by a com- 
mission will yield a return which does 
not confiscate it, they insist upon an 
independent judicial decision on such a 
fact. Or if the determination of fact 
also determines whether or not the 
federal power extends to an issue, as 
whether an injury to a workman oc- 
curred on the “navigable waters”’ of 
the United States, such a fact is 
“jurisdictional”? and must be tried 
anew by a court.”? The commissions 
have thus frequently been denied even 
the finality of decision permitted to a 
lay jury.”! 
supported by substantial evidence are conclusive upon 
the reviewing court in every case where a constitu- 
tional issue is not involved, why are they not con- 
clusive when a constitutional issue is involved? Is 
there anything in the Constitution which expressly 
makes findings of fact by a jury of inexperienced 
laymen, if supported by substantial evidence, con- 
clusive, that prohibits Congress making the findings 
of fact by a highly trained and especially qualified 
administrative agency likewise conclusive, provided 
they are supported by substantial evidence?” 11 F. 
Supp. 322, 327. 
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In the final analysis it is the Supreme 
Court which sets the limit to executive 
discretion, for the Supreme Court can 
decide whether a given administrative 
decision is on a question of fact or law. 
This results from the proposition, so 
clearly stated by Isaacs, that “whether 
a particular question is to be treated as 
a question of law or a question of fact 
is not in itself a question of fact, but a 


399 


highly artificial question of law.’ 

Thus, not only does the jury analogy 
break down, but the law and fact 
formula provides many opportunities 
for the courts to decide the very issues 
for the settlement of which the com- 
missions were created. While crudely 
satisfying our traditional antipathy to 
an unrestrained executive discretion, 
it provides no “principles of judicial 
surrender’’;?* and the persistently un- 
satisfactory status of public utility 
regulation in this country, to mention 
only one field, is in large measure at- 
tributable to that fact.** 
Judicial Review and Responsible 

Government 

If occasional usurpation of admin- 
istrative functions by the Supreme 
Court were the only evil consequence 
of the failure of Congress and the Court 
to find a more realistic and determinate 
line between judicial and executive 
discretion, it might be dismissed as the 
price we pay for protection. However, 
it has even graver consequences. Mis- 
representing the actual function of 
these agencies as ‘“‘fact-finding”’ or 
‘filling in the details of legislation”’ has 
postponed a needed reform of proce- 
dure in commissions, particularly in 
their ‘‘ quasi-judicial” capacity. Many 
22 “The Law and the Facts,”’ 22 Columbia Law Review 
1 (1922), pp. 11, 12. 

Nathan Isaacs, “ Judicial Review of Administrative 
Yale Law Journal 781 (1921), p. 789. 
Ruggles, Aspects of the Organizaiton, 


Findings,” 3 
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of the arbitrary and irresponsible acts 
of administrators are traceable to the 
apparent attitude of Congress and the 
commissions that guaranteeing the |e. 
gality of their acts is the Supreme 
Court’s business, not theirs. In legis- 
lative “‘buck-passing’”’ and adminis. 
trative irresponsibility, businessmen 
suffer the consequences of such vicari- 
ous atonement for constitutional sins, 

Paradoxically, businessmen fight for 
the maintenance of this system, even 
when they recognize its evils. They fai 
to see that the Supreme Court’s monop- 
oly on constitutionality has limited its 
supply and enhanced its price. Funda- 
mentally this mistaken interest results 
from their failure to consider that 
“judicial review”’ need not mean re- 
view by the federal judiciary. In fact, 
too much reliance on the federal courts, 
particularly the Supreme Court, has 
weakened the judiciary without im- 
proving administration. Somewhere i: 
the administrative machinery itself we 
must develop and maintain that tradi- 
tion of fairness and impartial justic: 
which has been the strength of the 
ordinary law courts. 


The Judicial Spirit 

That these judicial characteristics 
are acquired, and are the product not 
of heredity but of environment, be- 
comes clear when we consider the de- 
gree to which the procedure of courts 
and their institutional setting conditio! 
our feeling that adjudication must func- 
tion through officers called ‘‘ judges” 
rather than through officers 
“commissioners.” Many jurists on bot! 
sides of the Atlantic have asked and 
attempted to answer the question wh) 
Functions, and Financing of Siate Public Utility Cor 


misstons (Harvard School, Division 
Research, Business Research Studies, No. 18, 193 
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acts we think there is a distinct difference 
the between the “adjudication” of the 
the courts and the ‘“‘quasi-adjudication”’ 


7 f administrative agencies.** ‘The con- 
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sensus is that judges have certain per- 


eme | 
*gIs- nal characteristics and law courts 
nis- | have certain procedural characteristics 
ne! which are not wholly shared by officials 
ari- and official tribunals. There is also sub- 
Ins, * stantial agreement that procedure is 
for the more important, and even plays 
ven | a major part in creating the “judicial 
ta spirit.’ 
Op- Constantly recurring in this litera- 
ire is the characterization of the true 
ize as independent, impartial, and 
ilts lisinterested, that he acts solely to 
hat | idjudicate rights, and he has been 
re- | trained in what Coke called the “‘arti- 
ct ficial reason”’ of the law, which was to 


him quite a different thing from the 

tural reason”’ of King James. The 

xplanations turn on institutional and 

rocedural considerations. The judge’s 

we independence follows from his having 
irity of tenure and no hierarchical 
perior. His impartiality and disin- 
terestedness follow from the same fact 
nd also from his passivity: he cannot 
initiate proceedings, and he must act 
when his powers are properly invoked 
by the parties. When he acts, it is to 
lecide the rights of two or more ad- 
verse parties and not to promote 
ood government” or aid “regulation 
in the public interest”’; and his training 
permits him to apply the law as a 


i 
' 
Aya eee oe . 
technician rather than from mere in- 
, ae 
tuition or personal prejudice. 
cularly the following: E. Artur, De la 
Pouvoirs (Paris, 1905), pp. 13 ff.; 
Goldenberg, op. cit., pp. 38 ff.; F. J. Port, Adminis- 


¢ La London, 1929), pp. 88 ff.; Committee 
’ Powers (Cmd. 4060, 1932), pp. 7! ff.: 
Duguit, Traite de Droit Constitutionnel (2d ed., 
1923), Vol. 2, pp. 314 ff.; W. H. Pillsbury, 
ive Tribunals,” 36 Harvard Law Reviex 
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On the strictly procedural side, it is 
pointed out that judges are faced by 
two or more parties with adverse in- 
terests, while administrators may de- 
cide but one claim or be themselves a 
party to the dispute which they de- 
cide. Further, court procedure provides 
greater protection to private persons 
than that of the bureaus. It is generally 
public, and guarantees a hearing and 
an opportunity to present evidence on a 
specific set of charges which are known 
in advance of the trial. Decisions are 
rendered solely on the basis of evidence 
adduced in open court by the parties 
themselves, and through the applica- 
tion of fixed rules of law instead of 
some vague principles of governmental 
policy or public interest. The decisions 
are typically accompanied by writ- 
ten opinions justifying and explaining 
them. 

The importance of this last point can 
hardly be exaggerated as a check on the 
free will of the judge. The written 
opinion not only informs the litigants 
of the logical basis for the court’s deci- 
sion; it also to an important extent 
conditions the decision itself, a point 
largely overlooked by the so-called 
‘legal realists.’”’ For example, judges 
at the conference table, after hearing 
the evidence, will vote that A wins. 
They will then assign the job of writing 
the opinion to a judge who finds, when 
he looks up the law, that he cannot 
write a tenable opinion justifying a 
judgment for A. He may, in fact, read 
his associates an opinion awarding the 
decision to B, which the full court will 


405, 583 (1923), pp. 420 ff.; L. Jousserandot, Du 
Pouvoir Judictare (Paris, 1878), pp. 6 ff.; J. Dickinson, 
, ; PI : 
Administrative Justice and the Supremacy of Law 
(Cambridge, 1927), pp. 93 ff.; W. A. Robson, Justice 
ht 
and Administrative Law (London, 1928), passsm.; 
B. N. Cardozo, The Nature of the Judicial Process 


(New Haven, 1928), passim. 
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not infrequently vote to adopt. Thus, 
the written opinion not only limits 
personal bias, but also makes for pred- 
icability in judicial action because of 
the difficulty of rationalizing too great 
a departure from precedent. 

It would appear, then, that the 
“judicial spirit’? can be acquired by 
proper institutional and procedural en- 
vironment. Judges have typically been 
conditioned by technical training and 
by the tradition and machinery of legal 
justice to act and react in a relatively 
predictable way. Not only have most 
of the judge’s personal predilections 
been abstracted by his habits of thought 
and action, but also he has no part in 
formulating the issues presented for 
his decision. Finally, those issues have 
typically been narrowed to a point 
where no conflict of loyalties can be- 
cloud his judgment and he can serve 
but one master—the logical processes 
of the law—which his written opinion 
confirms. Those who argue that these 
conditions merely seem to be present 
to the eyes of the ignorant layman are 
but begging the question. It is this 
kind of “seeming” which has given 
the law and the courts a reputation for 
fair dealing which the commissions may 
well envy. 


The Proposed Court 


The United States Court of Appeals 
for Administration proposed in the 
Logan Bill could meet all of these tests 
of what makes a court and at the same 
time give informed and intelligent con- 
sideration to administrative problems. 
It could preserve the businessman’s 
stake in judicial review while relieving 
the Supreme Court of a mass of de- 
tailed cases involving allegedly irregu- 


26 While the bill does not extend the jurisdiction of the 
proposed court to appeals from state commissions, 
this would seem a natural and healthy future develop- 
ment. The Supreme Court needs to be relieved particu- 
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lar administrative procedure.” |, 
experience in both legal and administra. 
tive matters could do what neither 
Congress nor the Supreme Court has 
done: regularize the procedure of the 
quasi-judicial administrative agencies 
and evolve a common law of adminis. 
tration. It would be as independent of 
the executive as the Supreme Court, 
with life tenure for the justices. It 
would neither initiate proceedings nor 
be itself a party to any case it was 
called upon to decide; and its decisions 
could be reviewed by the Supreme 
Court on certiorari. 

The Logan Bill provides that review 
by the new court be limited to ques- 
tions of law, the findings of fact by the 
commissions being conclusive if sup- 
ported by evidence. The law and 
fact formula is thus retained, but 
with this important difference: the 
very existence of this court, inde- 
pendent of any commission or cabinet 
officer, will permit the Supreme 
Court to unburden itself of many 
presently justifiable reviews of purely 
administrative discretion. Most of these 
cases turn on questions of procedure, 
which under the proposed system 
would be scrutinized by a court which 
could specialize and bring valid ad- 
ministrative considerations to bear on 
issues now lost in the vague contours 
of “due process of law,” “jurisdic- 
tional fact,’ and ‘‘mixed questions of 
law and fact.” The new tribunal would 
“depoliticalize” issues before they were 
presented to the Supreme Court, thus 
narrowing them to legal questions 0! 
sufficient importance to warrant refer- 
ence to the highest court in the land. 

Clearly, the possibilities for good or 
evil in the new court would be deter- 


larly of the burden of deciding valuation questions 
arising out of appeals from state public utility 
commissions. 
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mined by the choice of personnel, for 
‘t must bring together men combining 
4 “judicial spirit” with a knowledge 
and appreciation of administration. 
The court would have a chief justice 
and ten associate justices “‘who shall 
be selected solely with regard only to 
their qualifications and fitness to per- 
form the special duties of the court.”’ 
They would be appointed for life by 
the President with the advice and con- 
sent of the Senate and be given the 
same retirement privileges as the Su- 
preme Court. 

If and when those parts of the de- 
feated Reorganization Bill become law 
which looked toward a separation of 
the quasi-judicial from the adminis- 
trative staffs of the commissions, ap- 
pointments to the new court could be 
made from such judicial sections. This 
would provide an incentive to com- 
missioners to obtain a reputation for 
fair judgment at the lower level; today 
much experience and skill obtained in 
public administration is lost to politics 
or business through limited and un- 
certain tenure. For the first court, 
however, the best material would be 
outstanding commissioners and cer- 
tain of the more eminent judges of the 
circuit courts of appeal who have 
had considerable experience hearing 
appeals from administrative orders and 
decisions. 

Another possibe source of men for 
this court is ex-Presidents of the 
United States. Someone has facetiously 
suggested that ex-Presidents should, 
with due ceremony, be thrown off the 


Statue of Liberty, because they are 
such a disturbing factor in party poli- 
tics, particularly as presidential elec- 
tions draw near. In all seriousness, it is 
lamentable that their executive experi- 
ence should be forever lost to the 
people because of shifting winds of 
popularity or the two-term tradition. 
Taft, as a Supreme Court Justice, 
made his best contributions in “ad- 
ministrative’? cases such as Myers v. 
U.S.*7 Hoover, both an ex-President 
and a former Secretary of Commerce, 
would make a valuable member of such 
a court. The fact that its members need 
not be lawyers is of particular signif- 
icance, in that it would permit such 
an appointment. 

There comes a stage in the process of 
government when arbitrariness cannot 
be cured by reference downward to the 
Congress or the electorate, or upward 
to the Supreme Court. Arbitrariness 
cannot be eliminated by mere honesty 
or good intentions, but only by knowl- 
edge. The stake of the businessman in 
judicial review is too important to 
risk in the gamble of business and 
politics. But business administrators 
must face the fact that judicial review 
of the type which they need cannot be 
a monopoly of the Supreme Court. 
Between the political discretion and 
final governmental action there is a 
need for a disinterested and informed 
review. To date the regulated inter- 
ests have had all too often to sacrifice 
the one quality for the other. 


27 272 U.S. 52 (1926). 














THE FINANCIAL REHABILITATION OF PORTUGAL 


BY W. A. SOLLOHUB 


N October 18, 1937, the Por- 

tuguese government abolished 

all exchange restrictions, and 
capital movements from and to the 
country were entirely freed of any su- 
pervision or control. The event was 
welcomed by businessmen as a return 
to normal international trade relations. 
It was welcomed by economists as an 
illustration of results which may be 
achieved even under present difficult 
conditions by a rigidly orthodox fi- 
nancial policy. But its particular sig- 
nificance lies in the fact that Portugal 
held the doubtful honor, and maybe 
the record, of having abandoned the 
gold standard as far back as July 9, 
1891, and of having had uninterrupted 
exchange control since 1914. Not even 
in the rosy boom days of the twenties 
had it been able to abandon exchange 
restrictions. 

Whatever the economic importance 
of the event may be, there is also a 
strong “human interest”? touch. Free 
exchange is only possible if the national 
and international finances of a country 
arein a perfect state of balance. The lib- 
eration was merely a spectacular man- 
ifestation of conditions which had to 
precede it, namely, a balanced budget 
and a healthy balance of trade. Both 
these achievements go to the credit 
of one man—Dr. Oliveira Salazar— 
modest, unspectacular, and efficient 
professor of Coimbra University. Ad- 
ditional credit must be given for ob- 
taining these results at a time when 
the world was in the throes of depres- 
sion and when other countries with al- 
most no exception had been forced on 
an exactly opposite course. In the fol- 
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lowing pages is an attempt to outline 
the methods which were used in fe- 
habilitating the finances of Portuga| 
and the principles on which they were 
based. Incidentally, this may give rise 
to comparisons with the financial meth- 
ods now so in favor elsewhere. 


Portuguese Finance Prior to 1928 


In order to appreciate the magnitude 
of the task faced by Dr. Salazar it js 
necessary to examine by way of intro- 
duction the conditions previously pre- 
vailing in Portugal. After forty years 
of inefficient administration, lack of 
any progressive economic dynamism, 
and practically uninterrupted deficits, 
the crisis of 1891 left the country with 
a devalued and unconvertible currency, 
with depreciated government securi- 
ties, and with a seriously impaired 
domestic and foreign credit. Not even 
a change in the form of government, 
which became republican in 1g10, suc- 
ceeded in making much difference. The 
two last prewar budgets were actually 
balanced, but such attempts to remedy 
the situation were piecemeal and spo- 
radic. They were never pursued with 
sufficient energy or continuity to bear 
any worthwhile fruit. 

The War did not help to improve 
matters. An expeditionary corps in 
Flanders and another army operating 
in the African colonies put an addi- 
tional strain on finances. Instead of 
choosing restrictions and higher taxa- 
tion the government preferred the 
politically more attractive solution of- 
fered by the printing press, selling 
treasury bonds and borrowing in Lon- 
don from the rich ally. Deplorable 
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though the method may have been, its 
results were not immediate. Professor 
Fernando Emygdio da Silva, Vice- 
Governor of the Bank of Portugal, has 
pointed out! that the wartime finances 
were more pernicious as a factor of de- 
moralization than as a cause of actual 
damage. In 1919 currency circulation 
had not expanded sufficiently to affect 
seriously either the price structure or 
exchange. But the well rooted germ of 
bad methods had received a tremen- 
dous impetus, and war finances were 
continued in peace-time. 

The results were not long in coming. 
The escudo, which stood at 5.66 to the 
pound sterling in I9OI4 and had de- 
preciated to 8.19 by 1919, plunged to 
133.95 by 1924, or about one-twentieth 
of its prewar level. The budget deficit 
grew from 24 million escudos in 1914 
to 641 million escudos in 1926-1927. 
otal indebtedness rose from 69gI mil- 
lion escudos in 1910 to over nine and a 
half billion in 1928, while circulation 
rose from 96 millions in 1914 to over 
two billions in 1929,” reflecting the full 
extent of the inflation which must un- 
avoidably sooner or later follow un- 
bridled deficit financing. 

Chaos accompanied this kind of fi- 
nancial philosophy. The very notion of 
balancing income and outgo was lost, 
expenditure was incurred without any 
concern as to how it was going to be 
covered, efficiency of the administra- 
tive machine declined to further low 
levels, and important functions were 
completely abandoned. For the three 
years from 1919 to 1922, budget esti- 
mates could not be made in spite of 
Parliament’s being in session; in the 
1922-1923 budget the estimated deficit 
exceeded the combined total of ordi- 


‘Conference of the Société d’ Economie Politique de 


eleique, Brussels, January 22, 1935. 
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nary and extraordinary revenue; in 
1925 the budget problem was disposed 
of by simply voting the previous budget 
to remain in force for another year. The 
credit of the State was so low that in 
1923 a loan had to be issued in sterling 
denominations and not in escudos, and 
even then at a price to yield 13%.° 

Something had to be done, and to be 
done quickly, to stop the loss of sub- 
stance through capital flight and cur- 
rency depreciation. In 1926 power was 
seized by a military group. They swept 
away the hopelessly inefficient clique 
of politicians who had ever since the 
War so blatantly proved their incapac- 
ity of any constructive action. Eco- 
nomically and politically the new 
government desired to be one of na- 
tional reconstruction. It was backed by 
all the healthy elements of the country 
anxious to put the house in order. 
Some of the most urgent problems were 
rapidly disposed of, but nothing sensa- 
tional was done about finances for an- 
other two years. On the contrary, the 
borrowing habit was so deeply imbeded 
in the Portuguese character that re- 
construction was not conceived other- 
wise than with the help of a large 
foreign loan. However, instead of going 
to London, the solicitations took the 
then more fashionable road to the 
League of Nations in Geneva. 

It is the failure of this attempt that 
prepared the psychological ground for 
the measures which were soon to be 
taken. A League of Nations committee 
investigated the situation, and after 
criticizing severely past and present 
financial habits concluded that a loan 
could be granted under certain condi- 
tions. The catch was the appointment 
of a League “observer” to watch over 
Portugal 1910-1913. 

3’ Dr. Manuel Rodrigues, speech at Braga, December 
2, 1934. 
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the Republic’s finances. Its conse- 
quences were unexpectedly far reach- 
ing. ‘lo the man in the street, as well 
as to the leaders of the State, such 
supervision would have been an intol- 
erable insult to the newly revived sense 
of national honor and nostalgia for 
national dignity. The loan was refused. 
Simultaneously came the realization 
that financial salvation could not be 
sought abroad, but had to be found at 
home. The country was now morally 
ready to fend for itself and in the right 
state of mind to accept the financial 
revolution which Dr. Salazar was going 
to bring about. 


Reforms of the Salazar Ministry 


It is safe to say that no one realized 
the nature, the extent, or the speed with 
which this second revolution was to be 
accomplished. When Dr. Salazar was 
invited to become Minister of Finance 
on April 27, 1928, he was known and 
admired only by a select few as a uni- 
versity professor. Characteristically, 
the new government chose an expert 
and not a politician for such an impor- 
tant post; on the other hand, it would 
be an exaggeration to suppose that the 
other ministers could forecast the full 
extent of the coming reforms. 

The principles with which the newmin- 
ister opened an era are disappointingly 
simple. They are also disappointingly 
old-fashioned. But the results of their 
application were startling not only to 
domestic but also to foreign observers. 
The professor brought no new theories 


and no new formulas of success. Yet 


under the administration of the old 
principles by which he was guided 
Portugal has seen a revival unequalled 
for centuries. The principles can be 
brought roughly under three headings: 
truth, sacrifice, and clarity. The secret 
4 Decree 15465, enacted May 14, 1928. 


of Dr. Salazar’s success and his strength 
lie in his refusal to compromise on any 
one of them. To insure for himself the 
liberty of following them, he had made 
his acceptance of the most important 
post in the government conditional on 
a number of safeguards: 


1. No Ministry was to exceed the budget 
allotments. 

2. All initiatives of the various ministries 
required approval by the Minister of 
Finance whenever there was any risk that 
additional expenditure would result. 

3. The Minister of Finance could veto 
any expenditure not accompanied by a 
corresponding increase in income. 

4. The Minister of Finance was to 
cooperate with all other ministries con- 
cerning all possible means of reducing 
expenditure or raising income and also in 
order to establish uniform administrative 
practices. 


Having assured himself of dictatorial 
powers in financial matters, Dr. Salazar 
proceeded rapidly with the application 
of his program. Barely a fortnight after 
accepting his post he caused the enact- 
ment of a law‘ introducing his main 
principles into the finances of the state. 
Once again the measures were very sim- 
ple and the most logical, if not the most 
painless, way of facing realities. It is 
well worth enumerating in detail the 
outstanding points of this first law, par- 
ticularly so as the first four points have 
since been included in the Constitution 
of the Republic approved by a national 
plebiscite on March 19, 1935.° This first 
law provided mainly that: 


1. There should be only one budget each 
year, including all expenditure and al 
income, both ordinary and extraordinary 

2. Ordinary expenditure could be met 
only out of ordinary revenue and neve! 
under any pretext out of proceeds 0! 
borrowing. 

5 Paragraphs 63 to 67. 
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; The notion of “extraordinary ex- 
penditure”’ should be strictly confined to 
economic expansion, amortization of pre- 
vious loans, indispensable requirements 
for the patrimony of the State, or vital 
requirement for defense and preservation 
f the nation. 

4. No private enterprise should be 
fnanced, not even under the excuse of 
general utility. 

<. Civil servants exceeding financial 


allotments would incur civil and criminal 


liability. 


Armed with these weapons, Dr. Sala- 
zar was able to simplify methods of 
accounting and to bring into the affairs 
of state that “‘clarity”’ which is so es- 
sential for the comprehension of the 
nation’s business by the ordinary tax- 
payer by giving him the satisfaction of 
knowing exactly where his money goes. 
The reform of public accounting was 
the foundation on which many of the 
other reforms were built. Begun in 1928, 
it was concluded in 1930. According to 
Dr. Salazar himself it was the “most 
essential item necessary for an orderly 
and balanced life of the administra- 
tion.” It was therefore essential to abol- 
ish the old system which provided that 
accounts were to be closed only three 
years after the budgetary period ended. 
Not much imagination is necessary to 
visualize the disorder to which such a 
practice inevitably led. Henceforth a 
uniform accounting system was to be 
introduced in all government depart- 
ments, all items in arrears were to be 
brought forward and incorporated in 
the next budget, the annual accounts 
were to be the exact replica of the 
budgets voted for the periods in ques- 
tion, and severe penalties were provided 
for any violation of the new rules and 
regulations, including any delay of 
lisbursement of authorized expendi- 

or of booking budgetary entries. 


In the meanwhile the new minister 
astounded and shocked his fellow citi- 
zens by presenting within two months a 
balanced budget, showing an estimated 
excess of revenue of 1,577,000 escudos. 
In a country where the deficit had be- 
come almost an integral part of the 
constitution, so deeply rooted an eco- 
nomic habit was it, the estimates had 
the effect of a bombshell and met with 
a somewhat skeptical reception. Under 
such circumstances the balancing of 
outgo and income required consider- 
able effort and a certain amount of 
sacrifice. This the government candidly 
admitted, but it also expressed the con- 
viction that there was no other way to 
rehabilitate finances and through them 
the entire economic life of the country. 
At another time the estimates might 
have aroused more than incredulous 
astonishment, and the public might 
have balked at the effort. As it was, 
they came at a psychologically favor- 
able moment when national feeling had 
been slighted and the will of regenera- 
tion universally prevalent. Whatever 
the personal role played by the minister, 
there is no doubt that these circum- 
stances contributed strongly to his 
initial success. The latter, in fact, was 
even better than the estimates, and the 
first budget actually closed with a 
surplus of 285,000,000 escudos instead 
of the 1,577,000 forecast. 

The balancing of the budget was 
achieved by equally drastic reforms of 
expenditure and of revenue. The unity 
of the budget and the personal respon- 
sibility of all persons incurring any 
expenditure provided two of the more 
important means for the achievement 
of balance. In order to facilitate the 
first stages of its task, the government 
announced a three-year period of ad- 
justment during which severe restric- 
tions were to be put into effect. A 
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saving of 140,000,000 escudos was 
realized from reductions in expendi- 
tures on public works and from other 
cuts which it was possible to make 
without damage to economic conditions 
and without impairing the efficiency of 
government organization. Subsidies to 
private enterprises were completely 
cancelled. Sinecures were abolished and 
jobholders had to be on their jobs. This 
may appear a truism until it is realized 
that a number of political jobholders 
had no actual office and no occupation 
other than collecting their salaries once 
a month, the only day they set foot 
into their ‘‘offices.”” But the actually 
employed staff was also subjected to 
reorganization. The fiscal service may 
be quoted as an instance in which a 
20% reduction was immediately oper- 
ated. Salaries of civil servants and of 
the army and pensions were reduced on 
a sliding scale of from 2% to 8%. 
Needless to say, employment of new 
workers was discontinued until death 
and old age gradually reduced those 
departments that were still overstaffed 
to their regular schedules. Finally an 
end was put to the constant drain of 
domestic finances by the chronically 
unbalanced budgets of the colonies. 
These were now debarred both from 
borrowing and from 
mother 


direct foreign 
receiving credits from the 
country, except in extraordinary cir- 
cumstances. The result was a reduction 
of expenses of almost 15% as compared 
with the previous economic year.® 

The manner in which the revenue 
side of the budget was handled was no 
less drastic. In the first budget of the 
new administration, it was obviously 
impossible to make any profound fiscal 
reforms. New taxes on consumer goods 


6 1 862,233,0 escudos as against 2,169,969,000 
escudos in 1927-1928. 
7 3.0 gold centavos per kilogram on sugar. 


2.0 gold centavos per kilogram on petrol. 
s gold centavos per kilogram on illuminating oil. 


were imposed as being easiest to col- 
lect, universal in their burden, and of ap 
incidence low enough not to impose 
excessive onus. Principal among these 
taxes were those on sugar, petrol, and 
illuminating oil.” These were included in 
a series of measures known under the 
name of “ National Safety Taxes.” The 
other basic instruments of taxation, 
the urban and rural property taxes, 
were raised by 23% and 20% respec- 
tively. At the same time the persona 
income tax, which had been found im- 
practicable, was abandoned and re. 
placed by a surtax on property. 

There is no denying that these meas- 
ures were not easy to face by a popula- 
tion too long accustomed to letting the 
State balance its books by borrowing 
or by having recourse to inflation. On 
the other hand, the immediate applica- 
tion of the full burden was a psycho- 
logical asset, as the minister knew onl} 
too well that the Portuguese character 
is capable of a strong surge of patriotic 
self-sacrifice, but would find unbearab! 
a gradual and continual increase of a 
financial effort. Since the taxpayer had 
freshly recognized the necessity 
paying up, it was better both for his 
own peace of mind and for the Stat 
that the full payment be made immedi- 
ately and the unpleasantness finished 
with. The result was a 28% increase in 
revenue. 

It is of interest to note that the “per 
capita”? contribution rose from th 
equivalent of £2/10/o0 sterling in 1913 
to £3/4/o in 1928-1929.’ A comparison 
of this kind has to be made in sterling 
rather than in escudos as the deprecia- 
tion of the latter would distort the 
picture by showing an increase 0! 
revenue from 84,516,000 escudos 


8 Professor Olivetra Salazar’s Record, Tomaz Wy 
Fernandez, Lisbon, 1936. 
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1912-1913 to 2,257,506,000 escudos in 
1928-1929. On the other hand, it may 
be assumed that the actual increase of 
the burden was slightly higher than is 
ated by the comparison in sterling, 
it is clear that the income of 
groups of the population did 
t strictly follow the depreciation 
the currency and the corresponding 


art 17) 
Lt taiil 


rise in domestic prices. 
By 1929 the Minister of Finance had 
time to present and obtain the applica- 
f a complete reform of the fiscal 
Dr. Salazar’s partisans admit 
the reform is not perfect, but 
eems to be no doubt either in 
nds or in the opinion of any 
ed observers that the reform 
e best possible solution under 
iling circumstances. The first 
rht was the elimination of the 
confusion which character- 
ized the old fiscal system. The jumble 


ated, overlapping, and imprac- 

taxes was abolished. The leading 

le of the reform is taxation of 
rmal rather than of actual revenue, 
being difficult often 

ible to ascertain with any degree 


and 


titude under local conditions. 
In other words the new legislation was 
1. as far as direct taxation was 


ed, on certain visible criteria. 


[tis held that such a method leads to a 
ter stability of income for the 
State and to a more satisfactory status 


the taxpayer, since the amount of 
ment is known to both and can 
ntered by the taxpayer as a fixed 
among his other overhead costs 
ntal to production. At the same 
provisions were made to lighten 
burden on revenue derived from 
assessment and collection were 
implified and resulted in an 
time and 


1 
{ 


1 economy of 


Such a system obviously makes no 
pretention to universal application or 
perfection. Its success in Portugal is 
nevertheless undeniable. In spite of 
depression and perturbed conditions of 
international trade the taxes have been 
collected without difficulty and without 
any excessive hardship. It was rounded 
off by a new customs tariff increasing 
the number of taxable imports from 
861 articles to 1,092. Though not 
primarily protectionist, it still affords 
native interests the minimum price 
differential required for survival. Its 
use as a source of fiscal revenue is 
limited to certain sections imposing 
high duties on costly luxury articles. 


The Budget 


With revenue and expenditure thus 
under control, the budgetary history of 


EXHIBIT I 
[EXPENDITURES AND 
PoRTUGAL, 1928-1938 

(In thousands of escudos) 


(GOVERNMENT REVENUES IN 


Budgeted 


Estimate 
Expendi- Actual f 
Period Revenue ture Surplus Surplu 
1928-1929 2,257,506 1,971,856 285,65 1,50 
1929-193 2,052,735 2,042,577 40,161 8,50 
1930-1931 2,035,408 1,883,306 152,102 5,70 
1931-1932 2,007,323 1,857,321 150,002 I,9 
1932-1933 2,031,871 1,948,439 83,432 1,60 
1933-1934 2,2 00 2,070,000 13 1,70 
S., s1> + + 
1934-1935* 3,203,000 2,908 31 2,30 
1936 2,9 2,676, 227 2, OX 
I 7 2,25 0 2,076 ii. 3, OOK 
1938 2,472,5 2,469,2 t 2,3 
* s per j fi ths r ' | 
) er $i, 1 ou t the i 
t Act esults are not yet available 


Portugal offers an instructive picture. 
The budgets for which the present 
administration is responsible are in elo- 
quent testimonial of balanced finances. 
Their eloquence is enhanced by the fact 
that deficits were uninterrupted since 
1914 (see Exhibit I). Not only 
consistent 


was 
each 


surplus for 


there a 
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period, but the actual surplus was 
always considerably in excess of the 
budget estimates. It is to be noted 
that rural and urban assessments were 
reduced by 5% in 1937 and that the 
“Public Safety Tax” was no longer 
collected. 

Such excellent results are no doubt 
due in part to the fact that the National 
Assembly now controls expenditure, 
but no longer has the right to propose 
any spending. Several other measures 
have been taken to “protect” the 
State against temptations. They in- 
clude the prohibition of transfer of 
credits except among the _ lowest 
brackets and forbid the granting of 
extraordinary or supplementary credits 
if unaccompanied by equivalent new 
resources or by cancellation of pre- 
viously budgeted expenditure. 

The budget estimate for 1938 leads 
to the consideration of an important 
problem. The essential figures are 
given in Exhibit II. 

EXHIBIT Il 


EsTiMATE OF PorTUGUESE GOVERNMENT BUDGET FOR 


1938 
(In thousands of escudos) 

Ordinary Revenue I ,994,600 

Extraordinary Revenue 477,900 
2,472,500 

Ordinary Expenditure 1,988,200 

Extraordinary Expenditure 481,000 
2,469, 200 
Surplus 3,300 


These figures show that ordinary 
expenditure is fully covered by ordi- 
nary revenue, one of the essential 
points of Dr. Salazar’s financial phi- 
losophy. But it also clearly indicates 
that there are certain items of extra- 
ordinary expenditure, and that these 
are covered by extraordinary revenue; 
i.e., borrowing. The extraordinary ex- 
penditure of the 1938 budget is com- 
I 


> sed of: 
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National Defense 220,720, og 
Public Works and Economic Develop- 
ment 260, 300, 000 
481 ,020, o0 


which are to be met by: 

Proceeds of Silver Coinage 7, 500, 000 
Loans 217 , 600, on 
Excess Former Budgets 252,800, 000 


477 900, 000 
It is to the merit of the present ad- 
ministration to have included all items 
in one single budget, to have balanced 
total income and outgo, and to have 
covered ordinary expenditure by ordi- 
nary revenue, but it should not be 
thought that by some miraculous 
expedient recourse to borrowing has 
suddenly become altogether unnece:s- 
sary. Such a conception of a “‘ balanced” 
budget would be nothing short 
childish and entirely beyond the aims 
of the Minister of Finance. Borrowing 
will always be necessary, not only i 
Portugal but in every other civilized 
country, in order to foster the creation 
of wealth. After all, this is in no way 
different from the creation of wealth by 
private individuals or corporate inter- 
ests through investments of capital 
sums obtained either by the sale 
bonds and stocks or by private sinking 
of capital funds into instruments of 
production wherefrom they can be 
withdrawn together with interest only 
in the course of reasonable time. Th 
merit of Portugal lies in the fact that 
all ordinary outgo is met by ordinary) 
income and not by borrowing, and that 
extraordinary expenditure is used for 
productive purposes, that is to say, {or 
the creation of wealth. Thereby 
becomes self-liquidating, as new wealth 
offers new material for taxation 
meet interest and sinking fund require- 
ments. Only armament expenditur 
cannot be easily brought under this 











wr 
=; 


6o0c * 
800 000 
JOO , One 
nt ad- 
items 
anced 


have 








The Financial Rehabilitation of Porrugal 59 


‘ng unless it is to be admitted that 

a contribution to national 
vealth inasmuch as it serves to foster 
the feeling of confidence through main- 


ce of public order and national 


The Public Debt 
\s far as borrowing is concerned, the 
merit of Portugal lies not in an impos- 
renunciation of loans but in the 
imination since 1928 of the entire 
floating debt and of the total 
tic floating debt, and in the 
tion of the debt burden. Any one 
» three counts alone would have 
n mean achievement, and their 
joint realization is considered by the 
ortuguese as an outstanding success 


' 
heen no 


ir financial policy. 
\ significant illustration of this 
‘is the fifteen-year national plan 
nomic development. The plan, 
y in its second year, calls for a total 
tlay of six and a half billion escudos, 
ich one or two billions are to be 
ed by borrowing, the rest being 
included under the “ordinary” head- 
ings of the budget. A considerable 
of expenses that could have 
included under the general head- 
“extraordinary” have been met 


r 
il ( 


f ordinary revenue. 
‘he foreign floating debt of approxi- 
mately one and a half million pounds 
ing was the first to be eliminated. 
lt was wiped out during the first year 
Dr. Salazar’s administration, and 
that time the State has always 
tained considerable credit bal- 

with its London bankers. 
he repayment of the domestic 
g debt took considerably more 
and money. The amounts in- 
| were more important and were 
ed of two principal accounts: 


Treasury Bills I ,200,000,000 escudos 


Advances from the Caixa 


Geral des Depositos*® 600,000, 000 escudos 


These accounts were in addition to the 
constantly overdrawn ‘Treasury ac- 
count with the Bank of Portugal. The 
latter was the first item of indebtedness 
to disappear after the foreign floating 
debt and to find itself replaced by 
credit balances usually in the neighbor- 
hood of 200,000,000 escudos. 
Treasuries were reimbursed more 
gradually in accordance with available 
funds. Bonds of small denominations 
were redeemed first, with higher de- 
nominations coming in turn as time 
went on. By June 30, 1934, the last 
bonds were paid. Since then only 
negligible amounts have been issued 
and only to meet momentary require- 
ments. The Treasury is now obliged to 
repay the bonds before the end of the 
fiscal year and is limited in the right 


EXHIBIT III 


CHANGES IN PortuGuESE FuNpEpD Dest, 1928 AND 


1935 
(In thousands of escudos) 
June 30, June 30, 
1928 1935 

Consolidated 715,105 1,960,167 
Redeemable Interior 1,647,627 1,976,537 
Redeemable External 3,040,176 3,271,437 
Floating Interior 1,962,000 
Floating External 152,000 

Total Indebtedness 7,516,908 7,208,141 
Less Credit Balances 68 , C00 


617,199 


» 590,942 





Net Indebtedness 7,448,908 € 


of issue to 100 millions per annum, or 
only some 5% of normal revenue. On 
September 30, 1935, the last out- 
standing floating item was met by a 
reimbursement of the debit balance 
of the Caixa Geral des Depositos. In 
other words, Portugal on that date 
and since then has had neither internal 


* State deposit institution. 
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nor external floating debt of any form. escudos, and bore an annua! interest 
Over two billion escudos had been equivalent to about two-thirds of 
either redeemed or funded. one cent U.S.A. Issues of this type sev 

[t will be seen from Exhibit III that were the first to be liquidated, but ti 
the increase in the funded debt was were soon followed by other conversio n 
considerably smaller than the elimi- aimed at a reduction of interest. Ip 
nated floating items. These figures indi- 1934 the 6! 6 / gold loan of 1922 was 
cate a total reduction of public debt by converted into a 434% issue. Othe; 
857,966,000 escudos or about 11% be- conversions followed in the course 
tween June 30, 1928, and June 30, time. 
192. The latter date is not taken The magnitude of the task a 
arbitrarily as a low point for public _ plished by the reformers of Portugal’s 
indebtedness, but simply because 1935 finances is reflected in the credit of t] 8 
marked the disappearance of floating State as indicated by conditions unde } 
items. The government has made con- which it had become possible to bor: 
tinued efforts to reduce debts, and by thanks to a revived confidence | V1 
January 2, 1937, the total amount on a balanced budget and stabili 
had further declined to 6,360,456,000 currency. The loans floated since 1928 
escudos. Parallel with the reduction have been offered at an average | 
of outstanding indebtedness there may of 95.7%. Needless to say, their ex 
be observed a decline in its burden. interest rate declined considera! il 
Whereas debt service required 302,- Discount now stands at about 4! 
648,000 escudos in 1929-1930, only against 714%, and Governments 
277,620,000 escudos were necessary in being issued on a 334% basis inst 
1936. of 634%.” This contrasts with older 

The improvement in the situation administrations under which the Treas- 
was due not only to the disappearance ury netted only about 50% of the stat U 
of the floating debt but also to a series value of its loans, the balance going i 
of conversions of funded issues. It commissions, expenses, and discount 
would be over-fastidious to tabulate The first nine Portuguese loans i 
all conversions undertaken by Dr. in London between 1862 and 1886 had - 
Salazar’s administration, and the broad a face value of £46,700,000, but tl 
outlines are sufficient to give a clear ‘Treasury collected only £20,619,701 
picture. or just 42% of the nominal value of it 

It was patent that the Portuguese debt. The interest burden was therefor ° 
debt structure greatly needed rational- _in reality more than double the nomi: 
ization. A variety of loans, issued rate.!? 
under widely varying conditions, bear- The element of “confidence,” 
ing just as widely varying interest paramount importance in all financing 
rates and enjoying different guaranties, to be undertaken with any hope ; 
were by 1928 entirely unrelated to reasonable success, was the fruit b 
actual monetary and credit conditions. by restrictions and sacrifices impos 
Some bonds had denominations as low by the new financial administration. It 
as 10 escudos, were quoted at about 6 created the atmosphere and the t 

La Politique Monetatr u Portu Professor | '! Estimates of Professor Marnocoe Sousa, Tra 
| lio da S _ Paris, 1937. In 1937 the average Ciencia da Financa ; 

Gove 4.89% and the '2"Tomaz Cabreira, O Probleman Financetr 


Solucao. 
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situation which made possible 
nent of the floating debt and the 
conversions. The securities sold 
public not only fell short of 
ing up available capital, but total 
bank and other deposits actu- 


re ased: 


1928 1970 
1,881,568, 665 2 022,000,000 
17,555,111 924, 001 00 
2.799,123,770 3,940,000,000 


Stabilization and Balance of 


the basis of sound government 
currency stabilization was 

lly achieved. There was no 
dressing and rigging of the 
nge market; on the contrary, the 
asure taken was relaxation of 
nge control. This was followed by 
ization of the currency, and 
by complete elimination of 
; and by orthodox return to 


June 9, 1931, currency was put 
basis of 110 escudos to the gold 
or about twenty times the 
ratio. A few months later—in 


mber, 1931—the abandonment of 


d standard by Great Britain 
nullifying the efforts made to 
ut stabilization of the escudo. 
‘future course of sterling could 
forecast, there was the possi- 
that a tie-up with sterling inde- 
of gold might end in further 
ition. Nevertheless this step 
ided upon, though it led to 
entment from the public and a 
erable though temporary loss of 
rity by the finance minister. But 
rent course of action was scarcely 
as a high proportion of Portu- 
le is done with Great Britain 
ld automatically have had to 





be sacrificed if gold had been adhered 
to. 

The results were favorable. The 
budgets continued to be _ balanced; 
currency circulation was not permitted 
to expand; prices remained stable; 
Bank of Portugal reserves rose to 
46.55% on December 31, 1936, against 
a required minimum of 30%; foreign 
trade was maintained on a satisfactory 
level in spite of world-wide depression; 
the rate of discount declined; and the 
price of living in 1934, for instance, was 
actually lower than before the sterling 
depreciation. The program of rehabili- 
tation undertaken by Dr. Salazar was 
not stalemated. The sole change lay 
in the fact that the gold sovereign had 
become a merchandise like any other 
negotiable form of wealth. 

A conclusive proof of the success 
of the policy adopted may be found 
in the import of gold and silver, which 
rose from 100,000 escudos in 1929 to 
60,500,000 in 1931 and jumped to 
377,000,000 in 1933, two years after 
stabilization and linking to sterling. 
The capital sums returned to Portugal 
by nationals or invested in the country 
by foreigners are probably much 
greater. Unfortunately no exact figures 
are available but the balance of pay-. 
ments may give some indications. This 
is also an excellent further demonstra- 
tration of the success of the new 
financial policy. 

There is a considerable discrepancy 
between the Portuguese balance of 
foreign trade and balance of payments. 
The former is constantly in deficit by 
several million pounds annually. That 
the balance of payments is nevertheless 
almost constantly in Portugal’s favor 
is to be explained by several factors. 
In the first place, it is estimated that 
the real value of exports is 70% to 80% 
higher than the customs statistics 








62 Harvard Business ‘Review 


indicate; the colonial balances must be 
added up to the totals; tourists spend 
some £700,000 a year within the 
country; foreign securities yield an 
income of over £600,000 per annum; 
finally Portuguese emigrants to Brazil 
remit three to four million pounds. As a 
result of such corrective movements 
foreign balances at the end of 1936 
stood at over eight and a half million 
pounds, in spite of the facts that the 
foreign floating debt had been paid off, 
that no new foreign debts had been 
contracted, and that imports were in 
excess of exports. The result was a 
complete liberation of foreign exchange 
after a considerable period during which 
the Bank of Portugal bought only 5% 
of foreign currencies received by 
nationals. 


Co N¢ lu 5 1 mn 


These are the results of Dr. Salazar’s 
financial administration: a stable cur- 
rency, an uninterruptedly balanced 
budget, low domestic interest, abun- 
dant capital, and a considerable accu- 
mulated excess in the balance of 
payments. In ten years of peace and 
hard work more was accomplished than 
during fifty years of political strifes." 
‘To any careful student of the accom- 


18 Speech of Antonio Ferro, Paris, June 10, 1937. 





plished task there will be no question 
as to Dr. Salazar’s financial doctrine 
or the secret of his financial success 
His doctrine, as reflected by his work. 
is extremely simple. He has no secret. 
His innovations are not sensational jp 
theory, though not quite usual jp 
present-day practice. The preface of the 
1938 budget contains some interesting 
reflections which may be of use in order 
to determine with more precision the 
doctrine through which Portugal reha- 
bilitated its sorely damaged finances 
and restored economic prosperity. 

“It matters not,” says the professor, 
“that others wander on_ different 
roads. . . . The regularity of our finan- 
cial balances should not be a source 
pride or vanity when we make con- 
parisons with conditions existing else- 
where. . Others will be richer than 
we are and will be able to draw on the 
future or have recourse to accumulated 
reserves. . . . We have decided what 
we have to do in accordance with th 
modesty of our resources in order t 
satisfy the demands and aspirations 
that have long gone unsatisfied. ... ” 

Maybe the doctrine—if something s 
simple can be called doctrine—could 
find a still more concise and condensed 
expression in four words: 


“Live within your means.” 
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aiong our 





FEDERAL SUGAR CONTROL—A FOUR-YEAR REVIEW 


BY JOHN E. DALTON 


[ is generally recognized that the 
United States leads the world in 
agriculture and industry, but it is 
so commonly known that our 
ntry controls the largest unit for the 


production and distribution of sugar. 


[he American sugar system has the 


task of supplying the sugar require- 
ments of over 130,000,000 American 
consumers who, in normal times, use 


100 pounds per capita annually. 


This makes an enormous consumption 


nearly 7,000,000 tons and repre- 
sents 23% of the world’s commercial 

lization. 

The American sugar system, which 
has been developed over the last 


century to satisfy our national demand, 


jraws its sugar from the beet, about 
20%, and from the cane, about 80%. 


lur beet sugar industry, with the 


exception of Russia and Germany, is 


irid’s largest. Sugar beet farms 
factories are scattered in twenty 

from Ohio to California, and 
border to New 
Mexico. Practically all our raw cane 
gar comes from the cane plantations 
n Cuba and Puerto Rico in the West 
lies, Florida and Louisiana on the 
ent, and Hawaii and the Philip- 
ine Islands in the Pacific area. And 


finally, the refining of the raw cane 


sugar, carried on in nine of our states, 
akes placein the historic seaboard cities 
coast line from Boston to 
an Francisco. 

he sugar trade and in Washington, Cuba is 
as being an integral part of the American 
. This reference is correct and is accepted 
paper. Millions of dollars of American capital 
ave gone to develop the industry in the island. 
t two-thirds of the Cuban production is destined 

can market. 
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In this widely scattered agricultural 
and industrial sugar machine there are 
well over one million workers, and the 
corporate invested capital exceeds a bil- 
lion dollars. The annual gross revenue 
derived by this industry is of para- 
mount interest not only to our conti- 
nental sugar states, but also to the 
tropical economies of Hawaii, Puerto 
Rico, the Philippines, and Cuba. It is 
often forgotten that sugar protec- 
tionism exists not only to guard the 
economic interests of our continental 
producers and refiners, but also to 
protect the producers in the three 
American islands and the foreign coun- 
try, Cuba.! Under depressed conditions 
existing in the world sugar markets 
since 1929, sugar has become the 
outstanding “farm problem” of the 
American tropics. And like other farm 
problems, it is not yet solved. 

The outstanding feature of this 
enormous American sugar machine is 
that it is under the immediate direction 
of the Federal Government. No other 
industry in the United States, except- 
ing perhaps public utilities, experiences 
such a high degree of government 
control, a control extending to output, 
prices, agricultural practices, and labor 
conditions. The new type of Federal 
control through quotas, inaugurated in 
May, 1934, and extended by the Sugar 
Act of 1937, will continue at least until 
the end of 1940.” The size of the indus- 


See Problems of the New Cuba, Report of the Com- 
mission on Cuban Affairs. New York: Foreign Policy 
Association, 1935, Chapters X, XI, XII, and XIII, 
for general description of the sugar industry of 
Cuba and its relation to that of the United States. 

2 The first New Deal sugar act was Public—No. 213 
73rd Congress, approved May 9, 1934. On January 6, 
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try, the vast amount of government 
regulation exercised over it, and the ex- 
perimental nature of the quota system, 
including Federal fixing of prices and 
wages, all combine to make the four 
years of sugar control of interest not 
only to businessmen and investors, but 
also to students of the contemporary 
politico-economic scene. 

‘here 
approaching the subject of sugar under 
Federal control. It can be looked at 
trom the legal and constitutional angle, 
its complicated political background 
can be studied, it can be seen as one 
chapter in a larger story of world sugar 
control, or it can be viewed from the 
economic-statistical point of view.? 
[his paper will take the latter ap- 
proach. It will show that under present 
legislation the Government, in effect, 
actually controls the size of the income 
of the American sugar system. It will 
measure specifically the total gross 
annual sugar income made available by 
the Government, then show the manner 
in which that gross income has been 
divided by Washington among the 
various areas, and finally it will explain 
the manner in which the Government 
had distributed each area’s income 
among laborers, farmers, and corporate 
processor-producers. 

The Concept and Measurement of the 
Total Annual Gross Income from 
Sugar 

In every leading nation of the world, 
the production, processing, and refining 
of beet and cane sugar takes place 


I ce i 1 benent payment pr 
t were 1 by the Supreme (¢ 
| e AAA € 1ota pro t 
i ined int ind were reafirmed by Con 
P R No. 1og (S. J. Res. 278 
I I [ Sugar Act of 1937 (P 
N {14 7 ( first ) apt ed 
} f, } 


are many possible ways of 


under a protective system. This gj 


tT) 
LUd- 


tion has been in existence almost sinc, 
the beginning of the industry, by 
protectionism has been drastically j; 
creased in the last 15 years by the mal- 
adjustments which have taken place j; 
the world sugar markets and by th 
universal trend toward economic jsolj- 
tion and controlled world trade. 
The so-called world price of raw can 
sugar today, about one cent per pound, 
is substantially below the cost 
production of practically all producing 
areas. Stated otherwise, the cost 
producing sugar in every producing 
area is substantially above the fre 
world price. Each government whic! 
accepts a pelicy of protection, there. 
fore, has to decide how much 
protected price is to be over and al 
the free world price. Or, more 


government has 


curately, each 
decide the extent to which the incom 
of producers (protected market 
plus bounties, etc.) is to be in excess 
the income which would arise 
producers received only the unpr 
tected world’ price. 

The gross income of the Ame: 
sugar system since the New Deal Suga 
Act of 1934 has averaged about $520 
000,000 per year. This incom 
calculated by multiplying the t 
production of each sugar area by 
amount received in the market place for 
the sugar, eliminating duplicator 
resulting from sale of raw cane sugar! 
refiners. In addition to the market 
income, however, there is a supplem 


tary source of income available t 
‘ 

ties for producers and provi led for an exe 

Sugar. 

Sugar under various control programs 1s 
in Sugar, a Case Study of Government Control t 
E. Dalton. New York: The Macmillan C 
1937; and in Can Industry Govern Itself? | 


Willcox. New York: W. W. Norton and C 
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international agreement.’ As conditions 
exist today, there is little possibility of 


-inental, Hawaiian, and Puerto Rican 
producers; namely, direct cash bounties 
ft m the Federal Treasury.* Under our 
new sugar system, Washington in effect 
directs what the domestic and Cuban 
market price shall be, it determines the 
total tons of sugar which shall be 
delivered each year, and it sets the 
amount of the bounties. Consequently, 
the great bulk of the annual gross 
‘income is determined by government 
action.° 
[he central question now arises as to 
what extent the protected gross sugar 
income in the United States sugar 
system is above the income which 
would exist in an unprotected system. 
If there were absolute free trade in 
sugar, the annual gross sugar income 
since 1934 would probably have been 
about $275,000,000 a year rather than 
about $520,000,000.° Of course, under a 
free system consumers would obtain 
cheaper sugar. But the entire industry 
domestic, American insular, and 
Cuban—would be exposed to a dis- 
astrously low world price, a world price 
which 22 leading countries of the world, 
including the United States, are now 
making a strenuous effort to raise by 
‘Fort lata and method of computation of annual 
gar income see Sugar Economics, Statistics, and 
uments by M. Lynsky. New York: U. S. Cane 
gar Refiners’ Association, 1938, Table 19. Total 
e for each area (except continental refiners) is 
sugar times price received; for the conti- 


nental beet area, output is measured by deliveries of 


inties under AAA and soil conservation 


payment inder the Soil Conservation Act of 1936 


been added. For the continental refiners, who 
the distinctive function of making direct 

ion sugar from raws, the amount of income 
alculated by multiplying the annual deliveries by 


the estimated “ margin.”’ The income of Cuba derived 


her sale in the United States market is included 
tal gross income of the American sugar 


t her sales in the world market are not 


f price and deliveries see Sugar Act of 
204 (a); for amounts of bounties see 
+ (a). The Cuban price is in effect con- 
the tariff provisions under the Reciprocity 





having a “free” sugar system; the 
United States has used both national 
and international control schemes to 
raise the price of sugar. 

The fluctuations in total gross in- 
come of the American sugar system 
from 1925 through 1937 and an esti- 
mate for 1938 are shown in Exhibit I. 

EXHIBIT I 
EstiMATED Gross INCOME OF AMERICAN SUGAR 
SYSTEM, 1925-1937, WITH PRELIMINARY 


ESTIMATE FOR 1938 
(In millions of dollars) 


Year Year Year 

1925 635 1930 6. 482 1935 464 
1926 §=6.5 63 1931 430 1936 543 
1927 608 1932 380 1937 ssi 
1928 609 1933 407 1938 500-520 
1929 55! 1934 532 


Source: Sugar Economics, Statistics, and Documents, 
U. S. Cane Sugar Refiners’ Association, Table 19, less 
Cuban exports to world market. 


The low point was reached in the 
depression year 1932 when the income 
fell to $380,000,000. That year saw 
acute distress and revolution in Cuba 
and a general pinching of the economies 
of the other sugar producing areas. 
Largely as a result of the New Deal 
sugar policy of 1934, the income 


Trade Agreement with Cuba, signed August 24, 1934, 
wherein the duty on Cuban raw sugar is 0.90 cents 
per pound, raw value. The duty on other foreign 
sugars is 1.875 cents a pound. 

6 For discussion of estimates of domestic gross sugar 
income over that which would prevail in a free 
system, see Sugar, a Case Study of Government Control, 
supra, pp. 275-276. It is to be noted that under the 
tariff system existing before 1934 there was a pro- 
tected gross sugar income similar as to amount with 
that existing at the present time. The method of 
protection, however, was drastically changed. For 
discussion of protected gross sugar income under 
tariff system and quota system, see 1bid., Chapter 
XVI. 

7 For discussion of the statistical situation existing in 
1937 in the world market and the factors making for 
the creation of the International Sugar Agreement 
of that year (in which the United States has 17% of 
the voting power), see World Sugar Situation, 1937. 
Washington: U.S. Bureau of Agricultural Economics, 


1937. 
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increased after 1932 to a high point of 
about $551,000,000 in 1937. Since the 
1937 peak there has been a decrease in 
income of about $30,000,000 to $50,- 
000,000 resulting from the decline in 
sugar prices. Even in 1938, however, 
the estimated gross sugar income is 
substantially above that which pre- 
vailed in the last great depression. The 
American sugar system is not entirely 
depression-proof, but under govern- 
ment control and subsidy it has escaped 
on the whole the dislocation which has 
taken place in other industries in the 
last two years. 


The Territorial Distribution of the Gross 
Income 


From the point of view of the indi- 
vidual producing areas (Puerto Rico or 
Florida, for example) the division of the 
total gross annual sugar income is of 
greater importance than the size of that 
income. Under free trade for sugar— 
which has practically never prevailed 
in the United States or anywhere else 
in the world—the territorial division of 
the gross sugar income, of course, would 
be left to the forces of competition. 
Low cost and low wage areas like Cuba 
would expand their production; high 
cost areas like Louisiana would con- 
tract, and the domestic price would 
tend to drop to the depressed world 
level. Income distribution would be 
free and automatic rather than con- 
trolled and regulated. Economics, and 
not politics, would play the primary 
role, not only in determining the 
prices consumers would pay but the 
income which would go to each area. 
Under the new Federal “ quota-bounty 
system,” however, the division of the 
annual sugar income as 


total gross 


’ The basis for the determination of the total quota 
and its division among the various areas is found in 
Sections 201 to 204 of the 1937 Act. The Secretary 
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among the various areas is determined 
by an extremely complicated legal and 
administrative mechanism involving 
three factors as applied to each area: 
volume, price, and bounties. 


Area Volume. The nation’s total 
sugar requirement is estimated ap. 
nually by the Secretary of Agriculture. 
The so-called total quota is then divided 
among the various areas in accordance 
with the law.® The total 1938 quota and 
the share of each area, as announced by 
the Secretary of Agriculture, are given 
in Exhibit II. 

EXHIBIT II 
OrIGINAL SuGAR Quotas as EsTAaBLisuep 


FOR THE YEAR 1938 
(Short tons, raw value) 


Area A moun! 

United States Beet Sugar States 1, 591,39 
Louisiana and Florida 431,415 
Territory of Hawaii 963, 149 
Puerto Rico 819, 144 
Virgin Islands ), 155 
Philippine Islands 1,057, 41f 
Cuba 1 ,962,77 
Foreign Countries Other than Cuba 27,12 
Total 6, 861,7¢ 


Source: AAA Sugar Section, press release, Decembe: 
20, 1937. 

The determination of each 
volume has been and will continue t 
be a subject of great debate befor 
Congress. Experience has shown that 
all areas desire increases, while no area 
has shown the disposition to accept 4 
decrease. The reason is easily under- 
stood. The size of the area’s quota not 
only affects profits of corporate ente~ 
prises but the volume of agricultura 
output and the man-hours of labor t 
be performed. In fact all 
whether they grow, process, finance, 


area's 


pers ns, 


of Agriculture has considerable latitude in estimatin 
consumption, but the division of that estimate an 
the various areas is explicitly provided for in the 4 








nined 
| and 
lving 
area 
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insure, or sell, are interested 
who have an income largely 
ndent upon “volume.” 


Area Price. The price per pound 
eived by the various areas for their 
utput is the second variable which 
ietermines the division of the total 
annual gross sugar income. Before the 
New Deal sugar acts, as is shown in Ex- 
III below, there were two prices 
craw sugar in New York; one was the 
free world price and the other was the 
juty-paid or tariff-protected price. For 
example, in 1932-1933 Cuba, the only 
foreign supplier, received a price of 
roximately 1.07 cents per pound, 
about the same price which she received 
in the London (world) market. From 
he point of view of price, Cuba was 
itside the American sugar system. All 
sugar producers for the American 
market—that is, the cane producers of 
Louisiana, Florida, Philippine Islands, 
Hawaii, and Puerto Rico, as well as the 
beet producers*’—received the duty- 
protected price for their 
ct, which was at that time about 
3.07 cents per pound. In short, there 
was a foreign (Cuban) price and a 
lomestic price. 
(he inauguration of our new sugar 
in 1934 changed this price struc- 
astically. Strictly foreign sellers, 
or example, the Dominican Republic, 
eceived the world price which re- 
ined at about 1.07 cents per pound. 
\s a result of the reduction in the duty 
Cuban sugar, implemented in the 
Cuban Reciprocity Treaty, the price 


rec 


(factories) do not receive the duty- 
raw cane sugar for their beet sugar, but 
price which is closely correlated to the 
raw ind hence the statement made in the text 
true, but it is descriptive of the eco- 
ness facts involved. 
i for the sliding scale bounties is found 
4 (c) of the Act. The application of the 
farm of any given size is found in Sugar 





received in New York by Cuba is now 
almost doubled. For the first eight 
months of 1938 Cuba received an 
average price of $2.00 per 100 pounds. 
In the same period continental beet and 
cane producers and Hawaiian and 
Puerto Rican producers of cane re- 
ceived an average of $2.90 in the 
market for their sugar. Producers in the 
Philippine Islands continued to receive 
the fully protected domestic price. 


Area Bounties. Direct cash bounties, 
paid from the Federal Treasury since 
1934, have supplemented the protected 
market price. Domestic producers of 
sugar beets and sugar cane, including 
those in Hawaii and Puerto Rico, 
receive a sliding scale direct bounty, the 
maximum amount being 60 cents per 
100 pounds of sugar and the average for 
all American areas being about 55 cents 
per 100 pounds of sugar.’ Conse- 
quently, sugar producers’ income must 
be measured by adding market price to 
the bounty payments. Philippine and 
Cuban producers do not receive Federal 
bounties.?! 

A summary of the approximate price 
and bounty structure existing in the 
first part of 1938 as contrasted with 
that prevailing in 1932-1933 (before the 
Sugar Act) is presented in Exhibit III. 

The over-all result of the establish- 

ment of area quotas, the readjustment 
of area prices, and the inauguration of a 
bounty system, was to increase the to- 
tal gross income for all areas and also to 
modify the divisions of that income. 
Since 1934 the Administration has 
Economics, Statistics, and Documents, Table 15. 
11 However, the Philippine Government receives as a 
refund the excise tax of approximately $10,000,000 a 
year, which is collected upon Philippine sugar proc- 
essed in the United States. By the terms of the Sugar 
Act, this tax refund cannot be used by the Philippine 
Government for payment to producers. See Sec- 
tion 503. 
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stressed the point that sugar control 
was designed not only to increase total 
income, but also to redistribute income, 


EXHIBIT III 


Price AND Bounty Structure, AMERICAN SUGAR 
SYSTEM 
(Cents per pound, raw sugar) 

1Q32 1938 (First Eight 
1933 Months’ Average) 
Average, ne 
Market Mar- 

Price ket Boun- 


Only Price ttes Total 
Foreign Producers, 


Other than Cuba 1.07 '.83 0.00 14.43 
Cuba 1.07 2.00 0.00 2.00 
Philippine Islands 3.07 2.90 0.00 2.90 
Hawaiiand Puerto Rico 3.07 2.90 0.55 3.45 


Continental Beet and 

Cane 3.07 2.90 0.60 3.50 
Source: Sugar Economics, Statistics, and Documents, 
U. S. Cane Sugar Refiners’ Association, Tables to 
and 15; 1938 quotations are from trade sources. 


to effect relatively greater changes in 
some areas than in others.'* That there 
has been an increase in total income 
and a reapportionment is indicated by 


Exhibit IV. 


system and they are, of course, under 
government control. The refiners are 
not agricultural producers and cop. 
sequently they do not receive Federa| 
bounties.'? Nevertheless, the Federa| 
Government does exercise control over 
them by regulating the amount of ray 
cane sugar which is available for them 
to purchase in the open market and the 
sources from which it can be purchased, 
If the Government directly regulates 
the supply of raw material available to 
any industry, it indirectly regulates its 
processing and sales. 

One of the principles of the Sugar Act 
of 1934 was that there should be not 
only a quota system for raw sugar but 
also a quota system for refined sugar. 
This general principle was implemented 
by a provision which limited the impor- 
tation of refined sugar from the tropics 
Hawaii, Puerto Rico, the Philippines, 
and Cuba, to about 650,000 tons. Ar 
the same time, the United States bee: 


EXHIBIT IV 
Gross Income (AGRICULTURAL AND INDUSTRIAL) OF THE SEVERAL SUGAR Groups IN THE UNITED Stats; 
SuGAR SYSTEM BEFORE AND AFTER THE SuGAR Acts 
(In millions of dollars) 


Continental 
Cane Sugar 


Refiners 
(Industrial 
only) 
1931-1933 (average) 63 
1934-1937 (average) 62 
Percentage Change —2 


Source 


One striking development, as shown 
by these data, is that labor and capital 
in the continental cane sugar refining 
industry was the one group which 
experienced a decrease in gross income 
under the New Deal Sugar Acts. The 
refiners, who furnish about 65% of all 
finished sugar utilized in the United 
States, are a part of the American sugar 
2 See Administration sugar program as explained by 


Secretary Wallace, AAA press release, 1934; for 
liscussion, also see Sugar, a Case Study of Government 


Ga 


Control, Chapter VII. 


Continental Beet, 
Loutstana and Hawaii and Philip- 


Florida Cane Puerto Rico pines Cuba Total 
110 108 64 62 407 

144 130 72 113 
+30 +20 +130 +82 +25 


»: Sugar Economics, Statistics, and Documents, U. S. Cane Sugar Refiners’ Association, Table 19. 


sugar industry was limited to about 
1,600,000 tons. The residual amount 0! 
the entire refined sugar market, about 
4,300,000 tons, remained for the cont 
nental refiners. This amount was co! 

siderably below their previous ten-yea! 
average production. Of course, th 
quota division of the volume of suga! 
to be refined as among the beet indus- 
13 A minor exception to this general statement 

found in the case of Godchaux Sugars, Incorporate 
of Louisiana, which operates a refinery in conjunct 

with a raw sugar mill and a cane plantation. 
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try, the insular refiners, and the conti- 
nental refining industry, means that 
the Government controls the volume of 
labor to be performed by each refining 
sroup and, toa large extent, the amount 
of their gross income.'* 

The residual quota for the conti- 
nental refiners under the Sugar Act of 
1934 gave a reasonable stability to the 
volume of employment in an industrial 
pursuit just as quotas on raw sugar 
gave stability to employment in the 
sugar producing areas. The technique 
of a quota system was used for the first 
time in the industrial (refining) aspect 
of an American industry which is 
largely agricultural in nature. 


The Division of Area Gross Income 
among the Economic Classes 

Under the quota-bounty system, the 
Government takes upon itself not only 
the responsibility of determining the 
approximate amount of the total gross 
sugar income and the manner in which 
that income shall be divided among the 
various areas, but also the responsibil- 
of dividing the area incomes among 
classes. For 


the various economic 
example, the Government in 1938 has 
determined that the gross sugar income 
should be approximately $500,000,000 
to $520,000,000. Of this amount, prob- 
ably $57,000,000 will go to the entire 
sugar industry in Puerto Rico and that 
$57,000,000 will be divided among 
labor, farmers, and corporate processor- 
producers, in accordance with the 
Government’s formula. 

Of course, a too exact distinction of 


the +} 


ree classes—laborers, farmers, 


i¢ 
‘The residual quota for the continental refiners is 
( explicitly in the Act. The Secretary of 
Agr wever, is empowered to allot the 
residua lota as among the various units in the 
ess; see Section 205 (a). As the adminis- 


the Act has worked out, the Secretary has 


ich allotments. The Secretary has, how- 





and processor-producers—would be an 
artificial one. In sugar, as in other 
agricultural industries, there is a cer- 
tain amount of overlapping of economic 
groups. For example, there are thou- 
sands of small farmers in the beet area, 
Louisiana, and Puerto Rico who do 
practically all their own field work 
and hire no outside labor. In Hawaii 
there are a few laborers who have 
the status of small farmers. In the 
beet industry, most processors do not 
have agricultural interests. But in the 
main, and considering all sugar areas, 
there are three reasonably well-defined 
classes.'® 


1. Laborers. The production of sugar 
cane and beets involves extremely in- 
tensive agriculture, and farm laborers 
in great numbers are required to plant, 
cultivate, irrigate, and harvest. The 
terms of wages and hours are generally 
agreed upon in a written contract be- 
fore planting season, but until the 
advent of our new sugar system 
there was little effective collective 
bargaining. 


2. Farmers. The production of sugar 
beets and sugar cane which takes place 
in the American sugar system involves 
thousands of farmers, both large and 
small. In some areas, Louisiana and 
the Philippines, for example, the size 
of the holdings of the average farmer is 
much smaller than in others, such as 
Florida or Hawaii. The one outstanding 
fact regarding these sugar farmers is 
that they all enter into a written con- 
tract with the processor-producers of 


ever, allotted the raw sugar quotas for the various 
areas as among the processors of those areas. 

18 For discussion of character of raw sugar industries 
with special reference to land holdings and production 
in Louisiana, Florida, Hawaii, Puerto Rico, Philip- 
pines, and Cuba, see Sugar Economics, Statistics, and 
Documents, Tables 34, 37, 39, 45, 46, 47, 55, 58. 
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sugar beets and sugar cane for the sale 
of their farm products. Thus, farmers 
are assured of a market for their crops 
before planting time and processors are 
assured of the supply of raw material. 
The contractual farm price (per ton) 
of beets and cane is almost universally 
dependent upon two variables: the 
sugar content per ton of beets and cane, 
and the market price of sugar. 


3. Processor-Producers. Sugar beets 
and cane must go through an elaborate 
chemical and physical process before 
commercial sugar can be finally ex- 
tracted from them. Unlike other proc- 
essors of agricultural products, the 
millers of sugar cane in most instances 
control extensive tracts of land and are 
large producers of sugar cane.'® For 
this reason, they are sometimes referred 
to as processor-producers. Under the 
Sugar Act they have the same status as 
farmers and as such are the recipients 
of Federal bounties upon their agri- 
cultural production. Some sugar beet 
processors are also producers, but 
agricultural integration is not as gen- 
eral as is found in the case of raw cane 
sugar.!? 

In the past, these three classes 
laborers, farmers, and _ processor-pro- 
ducers—have bargained for their share 
of the gross sugar income forthcoming 
to their area. Under the Republican 
tariff system for sugar, wage rates paid 
by farmers to laborers were determined 
in a free market. Likewise, the price 


1 


that the processor paid to the farmer 


6 Such as the U. S. Sugar Corporation of Florida, the 
F ajar lo Sugar Company f Puerto Ric , and the 
Ewa P ation C " f Hawaii 
] e eckels OO r pany of ( ilifor lia a d 
the Holly Sugar Co. of Colorado are good examples 
f beet processors which have extensive land holdings. 
The Great Western Sugar Company, on the other 
hand, the largest beet processor, has not engaged in 
agricultural yperations. 


18 The powers of the Secretary of Agriculture to con- 


for his farm product was determined by 
competitive give and take. Further. 
more, the processor-producers obtained 
a profit or loss dependent upon many 
factors operating in the so-called free 
system. The New Deal Sugar Acts have 
drastically changed this method of 
income distribution. 

The new departure lies in the fact 
that the Secretary of Agriculture has 
the power to fix farm wages and als 
the power to determine the farm prices 
that processor-producers must pay for 
sugar beets and sugar cane." In actua 
practice such wages and farm prices, a 
determined by the Secretary, must bk 
paid. If not paid, the conditional 
bounties are foregone and the farmer 
and the processor-producer experience 
serious diminution of income, if not 
loss. Rather than face a decline in in- 
come, they meet the terms announced 
by the Secretary. In other words, 
economic pressure arising through con- 
ditional bounties makes the farme 
and the processor-producer act in ac- 
cordance with the decisions made i: 
Washington. 


The American Sugar System in 
1937-1938 Depression 
Attention is now directed to 
effects of the current depression uy 
the elaborate scheme for the creatio 
and distribution of income as developed 
by the New Deal sugar legislation. 
When the second Sugar Act was 
signed in September, 1937, industrial 
recession had already begun in t 


+} 


dition the terms of the bounty payments are 
scribed in Section 301 of the Act. 

19 For example, in 1938 a small farmer in Puert 
will receive about 2.70 cents a pound for the 
sugar extracted from the cane at the factor} 
bounty of 0.60 cents a pound is equal to 227 
total gross income. Many corporations in the Amer 
can cane area will discover in 1938 that at least § 
Kedera 


of their net corporate income is made of | 


bounties 

















C 


even 
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of Agriculture, it is admitted by all 


country. Consequently, the Act had 
to be administered in a period of de- 
clining business activity and falling 
prices. As is usually the case, the reces- 
sion in business brought a reduction in 
the consumption of sugar and an indis- 

ition on the part of buyers to carry 
normal stocks. Moreover, the first 
stimate of consumption made by the 


Lili 


rm) 
} 


Secretary of Agriculture for the quota 
vear 1938 was in excess of that made 
) in the prosperous year of 1936. 
lhe result of a weak demand and excess 
was an almost continuous 


Ippi1es 


decline in the duty-paid price of sugar, 
from about 3.50 cents per pound when 


t 


the Act went into effect (September, 
1937) to a low point of about 2.65 cents 


} 


per pound (June, 1938). This decline in 


rice has meant that the total annual 
sugar income available to all 
is has shrunk by $30,000,000 to 
50,000,000, on the one hand, and that 
nsumers have obtained their sugar at 
slightly lower price, on the other.” 
When the price began to decline a 
troversy arose between the Secre- 


tary of Agriculture and the representa- 
tives of several sugar areas as to what 
price was “fair” both to producers 
and to consumers. The Secretary stated 


I 


+} 


t 


was iressed to Senator R. J. 


n March and April of this year that the 
hen prevailing prices were probably 
rh enough; whereas some producers 
med that the price was unwarrant- 

depressed and that the quota sys- 

was not operating as anticipated 
y Congress.*! This paper will not make 
f this debate but it merely 
uncontroverted fact which 
irom the episode. The Secretary 


] 


in analvsis 


( one 


same period, the national retail price of 
reported by the U. S. 
, declined from 5.70 cents a pound to 5.31 
} 


ind 


Bureau of Labor 


tary’s position on sugar was announced in 


which were released to the press. The first 


Bulkley and the 





interests and the Government, has 
the power to determine sugar prices 
through his power to control the supply 
of sugar available to the American 
market. 

Of much greater interest than the 
decline in the price of sugar has been 
the effect of this decline upon the 
division of the total annual gross sugar 
income among the various areas. As 
discussed above, a given percentage 
decline in total income does not bring a 
similar percentage decline in the in- 
come of any one sugar area. There are 
various market prices for the different 
areas selling sugar in the United States, 
and some areas are protected by 
bounties while others are not. Exhibit 
V shows the approximate manner in 
which the price and bounty structure 
(cents per pound, raw value) operated 
before and during the depression in 
sugar prices. 

EXHIBIT V 
APPROXIMATE Price AND Bounty STRUCTURE BEFORE 
AND DURING THE DEPRESSION, 1937-1938 
(Cents per pound, raw value) 


Market Price, Market Price, 
No Bounties Including Per- 


in Effect Bounties cent- 
(rst 8 (rst 8 age 
Months, 1937) Months, 1938) Change 
Cuba 2.63 2.00 —24% 
Philippines 3.53 2.90 —18% 
Hawaii and 
Puerto Rico 3.53 3.45 — 2% 


Continental Beet 

and Cane 

Producers 3-53 3.50 — 1% 
Source: Sugar Economics, Statistics, and Documents, 
U. S. Cane Sugar Refiners’ Association, Tables 15 and 
23; 1938 quotations are from trade sources. 


For many reasons the information 
given in this exhibit does not purport 


second to Senator P. M. Brown (see AAA press re- 
leases of March 1 and April 8, 1938, respectively). 
The first letter, and an answer by the president of the 
Michigan [beet] Sugar Company, with a memoran- 
dum, has been compiled in the pamphlet, Public Let- 
ters on Federal Sugar Policy, reprinted by the Michi- 
gan Sugar Company of Saginaw, Michigan. 





7 
to estimate the changes in income for 
the various areas between 1937 and 
1938.72 The information does, however, 
give the major trends which have been 
operative. The area which has suffered 
most from the decline in sugar prices 
has been Cuba (24%); the Philippine 
Islands are next with a 18% decline. 
The continental beet and cane indus- 
tries and the plantations of Hawaii 
and Puerto Rico have suffered less, 
largely because their area incomes have 
been supplemented by bounty pay- 
ments. 

The home refiners of cane sugar have 
been adversely affected by the general 
recession in sugar. As explained previ- 
ously, there is a division by law of the 
volume of business among the beet 
industry, the island refiners, and the 
home refiners.** The quota for the home 
refiners has been a residual one; that 
is, they obtain the remainder of the 
home market after the beet industry 
and the offshore refining industry 
have sold their shares.*4 A great bulk 
of the decrease in consumption in 1938, 
therefore, will probably be absorbed 
by the home refiners. With a decreased 
volume there is a decline in pay rolls 
and profits. In addition, the drop in 
sugar prices has played an important 
role. Refiners purchase approximately 
$250,000,000 worth of raw sugar annu- 
ally and have at any one time a large 
inventory of both raw and refined 
sugar. Consequently a sudden drop in 
the price of sugar means that the re- 


22 In the first place, the data do not take volume into 
account, and in the next place it is extremely difficult 
to forecast the price of sugar at this time for the 
remainder of the year. For comparability, therefore, 
the prices quoted are the average prices for the first 
eight m 


23 [t is to be noted, however, that there is no “‘divi- 


nths of 1937 and 1938, respectively. 


sion by law” of the total residual quota for the 
refiners among the various refining units. As stated 
before, the Administration under the Sugar Act has 


not made allotments to the home refiners as it has to 
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eview 


finers must absorb heavy inventor 
losses. 

Of equal interest with the decline 
and redistribution of the total grog; 
sugar income has been the manner jy 
which the depression has affected the 
division of each area’s income among 
the three classes—laborers, farmers. 
and corporate producer-processors, | 
is clear that if there is a drop in total 
income for any one area, there is likely 
to be a reshuffling in the proportion; 
of income going to the various economi 
classes. Under free competition and 
laissez faire, the division of the incom 
among laborers, farmers, and _stock- 
holders would take place in the open 
market, but as explained above th 
Secretary of Agriculture now deter. 
mines that division. What happene 
during 1938? 

The Secretary of Agriculture mad 


his official 1937-1938 wage determina- 


tions at rates which are the highest i: 
the last five years. These rates wer 


determined for the crop season and 


became fixed charges upon the ag! 
cultural producers; wages were 
coupled to the price of sugar. B 
Federal decision, therefore, agricultura 
laborers have escaped the impact 
declining incomes in each sugar area.’ 
Farmers, of course, have paid thes 
higher wages, as determined by t! 
Secretary of Agriculture, but thes 
same farmers have been assisted by th 
payment of direct cash bounties fr 


the Federal Treasury and to that extent 


the processors and refiners in other areas. 

*%4 Due to the extreme low price of beet sugar prev 
ing at the present time and reduced consumption 
is likely that the beet industry may not deliver‘! 
total quota in 1938. 

25 For determination by the Secretary of wage 2 
for the sugar beet areas, see AAA press release 
January 21, 1938; for 1938 Puerto Rico sugar ¢@ 
wages, see ibid., February 24, 1938; for 1937 Louis 
cane rate, see tbid., March 30, 1938; for 1937 Hawa 
sugar cane wage, see thid., April 1, 1938. 
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they have a credit to offset the debit 
higher costs. The exact extent to 
which the debits and credits have offset 
one another cannot yet be readily 
estimated, but it is highly probable 
that agricultural producers received 
‘ncomes in the 1937-1938 crop season 
not substantially lower than those pre- 
vailing in recent years. Unless there is a 
nsiderable increase in sugar prices 
before the 1938-1939 crops, however, it 
loubtful if even small cane and beet 
farmers will receive net incomes com- 
parable with those received formerly. 
- The last major group in any sugar 
area is the so-called processor-pro- 
lucers. ‘These corporate industrial- 
agricultural units mill the sugar cane 
convert sugar beets into sugar. 
Lower sugar prices tend to reduce both 
ir gross and net income from their 
ing and agricultural operation. But 
the American areas bounties from 
Federal Treasury on their agri- 
ltural operations tend to offset part 
these reductions. It is probably safe 
iy that as long as the price of sugar 


well under three cents a pound, 
there are few processor-producers who 
will make a _ substantial profit on 


milling operations. On the other 
1, most processor-producers receiv- 
bounties will show a profit on their 
iltural operations, even though 
have paid higher field wages. 
lhe outstanding group of processors 
in the United States (excepting the 
refiners) who receive no direct Federal 
subsidies are the beet processors in the 
twenty states of the continental beet 
ea. As stated before, these processors 
generally do not engage in agricultural 
practices. The decline that has taken 
lace in the price of beet sugar during 
last year, therefore, is not offset 


+ 


heir case by the receipt of Federal 


bounties. On the opposite side of the 


ledger, their labor costs have been 
raised by increased unionization which 
has developed in recent years. With 
increased cost and decreased income, 
profit margins have declined or have 
turned into losses. Of course, any sub- 
stantial increase in sugar prices from 
depressed levels of recent months would 
tend to change the circumstances out- 
lined above. 


A Summary with General Observations 

Even a superficial examination of 
the world’s largest sugar system under 
government control indicates the ex- 
treme complexity of our quota-benefit 
payment system of protection. Under 
the tariff system which prevailed before 
1934, the amount of the duty on sugar 
was known to everyone in the trade and 
its collection by the Treasury Depart- 
ment was a relatively simple matter. 
Sugar producers and buyers could 
evaluate the supply and demand fac- 
tors operating in the sugar market at 
any one time. They could measure the 
risks and make their business plans 
accordingly. Under the New Deal 
system, however, the protection struc- 
ture for sugar is so complex—dquotas, 
processing taxes, bounties, preferential 
tariffs—that an understanding of it is 
limited to specialists. Furthermore, this 
complex structure is subject to a con- 
tinuous shifting of government policy 
—legislative or administrative—which 
makes it even more difficult for buyers 
and sellers to forecast the near future, 
and almost impossible for investors to 
estimate their risks in any long-term 
commitment. 

At the present time, the essence of 
government intervention in sugar is 
price-fixing through the control of the 
supply available to the American mar- 
ket. The experience of the Sugar Acts 
has shown that prices, and hence 
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incomes, are extremely sensitive to 
changes in supply as brought about by 
the Secretary’s decisions. It is interest- 
ing to note that the debate which has 
arisen regarding price-fixing has not 
been over the merit of that general 
policy, but over whether or not the 
Secretary has correctly interpreted 
the Act and the intent of Congress. A 
delegated power to administrative ofh- 
cers who fix prices, without a clear 
declaration of policy by Congress, has 
given rise to a dispute as to what a 
“fair price” for sugar should be. It 
is reasonably certain that this dispute 
will continue until the Act is clarified. 

The division of the total gross sugar 
income among the various producing 
areas and groups has become as impor- 
tant as the determination of the 
amount of that gross income. In the 
future, as in the past, each sugar- 
producing area will attempt to obtain 
what it deems to be an equitable share 
of the gross income for its labor and 
capital. The question as to the division 
of area incomes arose in two instances 
in the last two years; first in 1937 when 
Congress, contrary to the recommenda- 
tion of the Administration, decided not 
to permit the expansion of refining in 
the tropics by removing the quota 
limitations on offshore refining, and 
again in 1938 when Cuba lost a con- 
siderable amount of her gross income 
because of a reduction in market price. 

Sugar control has brought with it a 
Federal division of each area’s gross 
income among the various economic 
classes, laborers, farmers, and proc- 
essor-producers. Through the power 
of the Government to exert economic 
pressure by means of conditional boun- 
ties, Federal fixing of wages and farm 
prices has taken place. Wages have 
been increased, and the recent decline 


in sugar prices has left the worke, 
unscathed. Small farmers likewise haye 
had their gross incomes on the 1937- 
1938 crops bolstered by direct bounties. 
At the same time, the decline in price 
has had an adverse effect upon the 
earnings accruing to stockholders jp 
most cane plantation companies and al] 
beet factories. There are many persons 
who believe that these trends in the 
division of income can be expected to 
continue in the future. 

Nothing in these conclusions should 
be interpreted as meaning that the 
author is arguing against the exercise 
of Federal control over sugar, or that 
the Government should not attempt to 
divide equitably the total gross income 
among the various sugar areas or 
groups and economic classes. On the 
contrary, extensive government con- 
trol for sugar is inevitable as a result 
of depressed world conditions, and a 
very good case can be made for Federal 
regulation of income distribution in 
this industry, which depends heavily 
upon government protection. It is 
suggested, however, that the govern- 
ment’s assumption of this complicated 
task—determining and dividing in- 
come—carries with it the obligation to 
develop, as far as possible, an inte- 
grated policy. As the Act is now 
written, the Secretary of Agriculture 
is not called upon to make public the 
facts or the general standards which 
form the basis of his decisions as t 
the ‘consumer’s price, the laborer’s 
wage, the farmer’s income, or the stock- 
holder’s return for his risk. If these 
groups had a clearer understanding 
of the Administration’s objectives, 
they could plan for the future with 
more certainty. A more exact definition 
of objectives is the next logical step i0 
sugar control. 








Lair ate 











orker 
have 


937- 
nties, 
price 
| the 
rs in 
id all 
sons 
. the 
d t 


ould 
the 
rcise 








A SUBSTITUTE FOR STATED CAPITAL 
BY A. C. LITTLETON 


USINESS corporations and cor- 

poration law, like other social 

institutions, undergo changes 
which take on added significance when 
viewed in perspective. By that means 
the trend of change can often be ap- 
praised. If the trend is satisfactory, it 
can then be fostered; if the tendency 
seems to be away from the most desir- 
able objectives, suggestions for guiding 


future developments will be in order. 
It may be worth while, therefore, to 
note briefly some of the changes in our 
ideas about the nature of corporations 
and the purpose of corporation law, and 
thus lay a foundation for a discussion 
of a possible substitute for stated 
Ca] ital 

The early corporations were gen- 
erally regarded as a new form of 
partnership enjoying continuing exist- 
ence and transferability of membership. 
Creditors were not then important fac- 
te 


their rights were still those 
established by the common law in 
transactions between individuals. Cor- 


poration law was little concerned with 
creditors; the important problems were 


in the formation of these new organiza- 
tions and in the relations between 
corporation and stockholder. 


Of particular interest here is the fact 
that the legislative charters usually 
specified that dividends should be de- 
red only out of profits. Occasionally 
the provision took the alternative form 
of stating that capital should not be 
returned to the contributors in the form 
of dividends. But this was then simply 

ther way of saying the same thing, 
issets withdrawn when there were 
profits could only be assets repre- 
by capital, and assets with- 


Sente 


75 


drawn to the extent measured by 
calculated profits would be assets de- 
rived from profit-making transactions 
rather than investment transactions. 

Presumably the theory which related 
dividends to profits alone rested upon 
the older ideas of trusts and estates. 
The stockholder was the beneficiary, 
profit was the estate-income, and capi- 
tal was the estate-corpus. The relations 
of life tenant and remainderman to the 
estate had long before made clear the 
necessity for sharply distinguishing 
corpus and income, especially by dif- 
ferentiating the withdrawal of income 
and the dissolution of the estate. These 
concepts were perfectly adapted to 
thinking through the problems of 
corporation-stockholder relations and 
probably were so used. 


Corporation Creditors 


The second stage was reached when 
the importance of credit was recog- 
nized. Business had need of the accu- 
mulated savings of timid lenders; at 
the same time stockholders were fearful 
of the risks involved in large enterprises 
if each one might become fully liable 
for all of the debts of the company. Out 
of this dilemma evolved the concep- 
tions of limited liability for stockhold- 
ers and a capital fund pledged as a 
margin of protection to creditors. It 
now became the function of corpora- 
tion law to establish the rules governing 
the corporation in its relations to 
creditors as well as to stockholders. 

Upon this foundation there was 
raised the conception of capital as a 
rigid sum whose integrity was to be 
maintained by withholding dividends 
if it was impaired and by restoring 
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losses out of subsequent earnings be- 
fore dividends were resumed. 

As corporations grew these rules 
must have often seemed repressive to 
the stockholders. They could see the 
elemental justice of stopping dividends 
when there were no profits, but they 
must have felt that an additional duty 
to restore lost capital by earnings came 
close to guaranteeing creditors against 
sharing in any of the risks of business. 
To obtain credit it was necessary to 
give the lender certain protections and 
priorities, but after all the creditor was 
a risk-bearer even if a protected one. 

The third period is characterized by 
no-par stock and stated value. No-par 
stock appeared in an attempt to avoid 
the rigidities and temptations (to over- 
value assets) of par stock. Stated capi- 
tal expressed a theory that stockholders 
could specify a quantum of contribution 
as the minimum fund for creditor pro- 
tection. Paid-in surplus was a resultant 
of the other two ideas. Probably its 
particular usefulness was not visualized 
in the early legislation for no-par. But 
as an adjunct to stated capital, paid-in 
surplus soon was recognized as a device 
which introduced a much desired flexi- 
bility into the financial management of 
corporations. By its use the old rigidity 
of capital stock was relaxed; losses no 
longer need be made good out of sub- 
sequent earnings before dividends could 
be paid. Losses could now be charged 
against paid-in surplus (a part of con- 
tributed capital) and earnings at once 
freed for dividend purposes if the di- 
rectors chose to act. Thus creditors 
were given a larger share in the risks 
of business than was the case when 
losses had to be made good out of 
profits. 

The sequential development up to 
this point then has weakened the 
creditors’ position somewhat and has 


introduced a degree of flexibility of 
capital structure. 

In an earlier article’ the suggestion 
was made that perhaps the time was at 
hand when it was desirable for corpora. 
tion law to swing back toward the 
early position of resting dividends upon 
profits alone. It was pointed out that 
over the years accounting has devel. 
oped a conception of income and 4 
technic of calculating profits which are 
fully adequate to any responsibilities 
that the law might lay upon it in 
connection with the dividend base. 

But it will be evident that such a 
course, while improving the status of 
the creditor, would tend to counteract 
in a measure the financial flexibility 
enjoyed by corporation management 
under the present practice regarding 
the use of paid-in surplus. 

It is the purpose of the present article 
therefore to develop the thought a little 
further. Perhaps it may be possible to 
preserve adequate protection for the 
creditor, as seems the clear duty of the 
law, and at the same time safely ex- 
tend the flexibility desired by financial 
management. 

This is proposed under the theory 
that law has a dual obligation toward 
corporations: (1) to set up adequate 
safeguards for the benefit of the credi- 
tors of limited liability corporations 
and poorly informed absentee stock- 
holders, and (2) to protect the freedom 
of management to meet the changing 
fortunes of business as their best judg- 
ment dictates, provided, of course, that 
the exercise of this freedom does not 
infringe upon the rights of the parties 
under (1) above, or persuade willful 
deceit to pass under the cloak of 
“managerial judgment.” 


1A. C. Littleton, ‘Business Profits as a Legal Basis 
I 


for Dividends,” xvi HARVARD BUSINESS REVIEW 
Autumn, 1937. 
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The Nature of Capital 


The crux of the suggestions to follow 
lies in the. nature of stated capital. 
Stated capital is still a fixed sum, a 
quantitative measurement of a margin. 
While it is a more flexible margin than 
contributed capital under the earlier 
theory of dividend control, it is still a 
sum, and subject to change only by 
specific action from time to time. Per- 
haps a substitute for stated capital may 
be found which, as the basis of dividend 
control, might be more automatic in 
its responses to changing conditions. 

It is well understood that dividend 
laws are designed to stop at a certain 
point the withdrawal of corporation 
assets by the group whose investment 
is by agreement the first to suffer loss 
and the last to be repaid at dissolution— 
the common stockholders. But differ- 
ences of opinion and practice exist 
regarding the best location of that 
point of stoppage. 

Consider these two hypothetical 


situations: 


Corporation A 





Total assets $10,000! Total debt - $1,000 
Common stock 8,000 

Surplus 1,000 

Corporation B 

Total assets $10,000] Total debt $6,000 
Common stock 2,000 

Surplus 2,000 

Under the typical state statute—that 


is, one employing unimpaired capital as 
the dividend test—the stockholders of 
Company A could withdraw $1,000 of 
assets and those in Company B couid 
withdraw $2,000. The protection af- 
forded the creditors of these two com- 
panies by the dividend law is obviously 
very unequal. A reply to this charge of 
inequality might be made that the 
credit ratings of the two companies are 


bound to be very different and hence 
that those who lend to the one must be 
presumed to be cognizant of the greater 
risk and to depend upon other means 
for protection than dividend law. But 
that reasoning must be considered un- 
satisfactory until it is shown that 
dividend law can contribute no more to 
the protection of the creditors of weak 
corporations than it can to those of the 
strong. 

Suppose that before dividends were 
considered each company suffered a 
loss of $1,000; this would wipe out the 
whole surplus of Company A and puta 
stop to dividends, but would leave the 
financially weak Company B still free 
to pay out $1,000 of its assets as 
dividends. Until it can be shown that 
the law has no social obligation to the 
legion of small, poorly informed inves- 
tors beyond establishing an inadequate 
minimum to the actions of virtually 
uncontrolled boards of directors, it is 
insufficient to say of the situation given 
above that the law assumes good busi- 
ness judgment will keep the action of 
directors safely above the statutory 
minimum. 

Dividend statutes are designed to 
protect creditors, yet these oversimpli- 
fied examples indicate that creditor 
protection does not rest upon any 
stated sum of capital investment, but 
may better be made to depend upon the 
relative proportions which debt and 
stock bear to assets. A company with a 
high ratio of assets to debts affords 
high protection to its creditors, and the 
stockholders therefore might well be 
accorded large discretion in the amount 
of asset withdrawals; a company with 
a low ratio of assets to debts affords 
low protection to its creditors, and its 
stockholders therefore might well be 
severely restricted in the amount of 
their withdrawals. 





Clearly it is the desire to afford credi- 
tors better protection which prompts 
legislation to lean upon a capital im- 
pairment test for dividends rather than 
upon an insolvency test. The latter test, 
if it stands alone, comes into play too 
late to afford real protection, whereas 
the former stops dividend withdrawals 
while there is still a margin of the 
amount of the capital between the 
creditors and loss from company in- 
solvency. It was, no doubt, the desire 
to increase creditor protection still 
further which prompted the clause in 
the North Carolina statute preventing 
dividends if the debts exceed two- 
thirds of the assets,? and the clause in 
the California statute to prevent divi- 
dends if the assets are less than one and 
one-fourth times the debts.’ 

In the discussion which follows it is 
proposed to consider two questions 
growing out of these developments: (1) 
Are the ratios already in use adequate 
to afford a desirable increase in creditor 
protection beyond that provided by a 
capital impairment test? (2) Could an 
adequate ratio test be used with safety 
and benefit as a substitute for stated 
capital? 


The Asset-Debt Ratio 

The first question involved in con- 
sidering the adequacy of a statutory 
ratio of assets to debt must be: What is 
comprehended in the two quantities to 
be compared? The principal issue in 
regard to “‘debt”’ is whether the aggre- 
gate should include preferred stocks. 


Inclusion of Preferred Stocks. The 
usual conception of preference shares is 
that they represent that part of owner- 
ship which has a superior status over 
some other part. If this is the case 


2 Sec, 1179, amended 1933. 
> Sec. 348 b, amended 1933. 
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generally, they should not be included 
with debts in making the ratio calcula. 
tion. But financial~ practice has pro- 
duced so many preferred issues that 
rise above a simple ownership equity 
that they partake of most, if not all. of 
the characteristics of creditorship,‘ 
Certain statutory provisions also 
suggest that preferred stocks are some- 
thing more than a sharing of the risk 
and control functions of ownership. 
Delaware, for example, permits diyi- 
dends from current earnings in the face 
of a past deficit, if the value of the 
corporation’s property is not thereby 
reduced below the amount of the stock 
having a preference on_ liquidation. 
This is, in effect, the extension to 
preferred stockholders of much the 
same type of protection as that given 
to bondholders by the prevention of 
dividends on stock if the assets are not 
greater than the debts. California, 
Illinois, Michigan, and Pennsylvania, 
by permitting dividends out of paid-in 
surplus to be declared only on preferred 
shares, give those shares almost the 
same protection as to continuity 
dividends as is given to bonds for 
interest. Bond interest is charged as an 
expense even in the face of a current 
operating loss and, in the states men- 
tioned, preferred dividends, even in the 
face of a deficit, are chargeable against 
4 In the preparation of a study of Balance Sheet Struc- 
ture of Automobile Manufacturing Companies (Bulletir 
No. 29, Bureau of Business Research, University 
Illinois, 1930), it was found necessary to classify 
preferred stocks with bonds for analytical purposes 
because of the provisions in the stock contracts. 
25 Com- 16 Con- 
pantes par 
Percentage of preference stock having: 1920 192 


Preference as to assets 96% 94 
Preference as to dividends 100 10 
Cumulative dividends 100 I 

Complete voting power 20 31 
No vote or contingent vote 80 69 
Callable at definite date 76 4 


40 63 


Sinking fund for retirement 
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If this meaning is to be conveyed, 
statutory provisions would avoid the 
possible implication of meaning annual 
appraisal if the ratio clause rested on 
some such phrase as 


an element of capital contribution. 
Several other states (Minnesota, Ohio, 
Louisiana, Virginia, Indiana) permit 
oreferred dividends out of paid-in 
surplus but without restricting such 
surplus to that use. 

These examples serve to indicate 
that the distinctions between preferred 
hares and bonds are fading, and to 


sha 
suggest that, in matters relating to the 
protection of superior interests, these 
two sources of capital may be classed 
together. This would not change the 
fact that bond interest would be paid 
even after earnings or paid-in surplus 
had failed to provide the means for 
paying preferred dividends, or the 
fact that asset losses would exhaust the 
preferred stock equity before falling 
pon the bond equity. 


Valuation of Assets. The principal 
ssue in connection with the term 
“assets” is the particular method of 
valuation to be used. The California 
statute uses the phrase “‘taken at their 
fair present value.” This is something 
more than “‘liquidation value,” for the 
latter would mean that current assets 
would be greatly reduced and tangible 
fixed assets would have to be stated 
near scrap values. “Fair present value” 
on the other hand might be taken to 
mean appraised replacement value— 
bviously an impracticable basis for 
deciding upon dividends each year—or 
it might mean original cost after allow- 
ing for a proper annual depreciation 
charge to operations and excluding any 
appraisal write-up of plant and land. 

lf this last meaning prevails, the 
lefinition of assets is close to that which 
would be approved by public account- 
nts as an amount determined accord- 


) 


to accepted accounting principles.‘ 


as Henry Sanders, Henry Rand Hatfield, and 
! Moore, A Statement of Accounting Prin- 


. that the assets of the corporation 
after such dividend distribution or with- 
drawal taken at a value determined ac- 
cording to the accepted principles of ac- 
counting for going concerns will at least be 
equal to one and one-half times its debts, 
liabilities, and shares having a preference 
in dissolution. 


Determination of Size of Ratio. The 
next question concerns the size of the 
ratio which would stop dividend with- 
drawals in time to provide adequate 
protection to securityholders who are 
not primary risk-takers. 

A margin of 25% seems low, espe- 
cially if the assets have not been valued 
close to liquidation value for making 
the ratio calculation. If liquidation of 
the corporation is in fact imminent, it 
is too late for this type of dividend 
restriction to begin to apply. If the 
assets are on a basis above liquidation 
value, an asset margin of one-fourth 
more than the debts is insufficient 
recognition of the probable shrinkage 
under adverse financial conditions. 

Certain studies of published corpora- 
tion financial statements, including 
both going concerns and companies 
approaching insolvency or reorganiza- 
tion, show that the ratio of assets to 
debts most often met is noticeably 
higher than 125% (see Exhibit 1). 
While these studies are now somewhat 
out of date, it is unlikely that similar 
modal averages would vary signifi- 
cantly if calculated today, for the work- 
ing properties and earning power of 
different types of industries have 
ciples. New York: American Institute Publishing 
Company, 1938, p. 46. 
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inherent characteristics which strongly 
influence the proportion of the various 
securities constituting their capital 
structure. 

It will be observed that most of the 
above ratios show assets well over twice 
as large as debts when preferred stocks 
are not counted in the debt side of the 
calculation. When debt and preferred 
stocks are combined the total balance- 

EXHIBIT I 
PerceNTAGE OF TotaL BALANcE-SHEET ASSETS TO 
Torat Desrts 


If ** debt” excludes preferred stock 7920 1926 
Electric power companies using fuel 218% 242% 
Electric power companies using water 24 218 
Gas manufacturing companies 211 222 

1925 1923 
Department stores with bonded debt 413 327 
Department stores without bonded 
debt $95 526 

If “debt” includes preferred stock 7920 1926 
Electric power companies using fuel 178% 192% 
Electric power companies using water 180 —157 
Gas manufacturing companies 171 168 
Auto manufacturing companies 24 332 
Auto parts and accessory manufactur- 

ing 239 319 

Source: Computed from Bulletins No. 27, 29, 32, 35, 


Bureau of Business Research, U niversity of vil inois. 


sheet assets are not less than one and 
one-half times the total fixed obliga- 
tions; in most of these cases the propor- 
tion runs about one and three-fourths. 


Interval of Protection Afforded. From 
two other studies® similar ratios have 
been computed for a large number of 
companies which entered into a re- 
ceivership, defaulted on bonds, or 
underwent a material financial read- 
justment. The studies examined vari- 
ous balance-sheet ratios for a number 
of years prior to failure in an effort to 
learn which ratios gave earliest and 
most consistent indication of approach- 
ing financial difficulties. Some of the 
data incidental to this purpose permit 


6 Bulletins No. 31 and s1, Bureau of Business Re- 


earch, University of Illinois. 


the calculation of the proportionality 
between total assets and total debts. 

This showing should be particularly 
interesting because withdrawal of as. 
sets for dividends becomes incre -asingly 
unwise and legal restrictions increas. 
ingly justifiable as a corporation ap. 
proaches insolvency. Restrictions are 
too late when insolvency becomes 
fact. 


EXHIBIT II 
PERCENTAGE OF ToTaL BaLaNcE-SHEET Assets 1 
Tota. Dest 
Years before Failure 


If “debt” excludes pre- ee 


ferred stocks: Oth 5th 4th 3rd 2nd rst 
29 companies 256 254 245 230 222 18% 
183 companies 296 277 271 260 248 229 


16 machinery manu- 
facturing companies 287 260 254 251 241 204 
14 iron and steel com- 


panies 253 259 237 233 220 216 
18 sugar companies 239 242 235 230 219 18 
17 textile companies 254 248 247 239 220 198 


Years before Failure 
includes pre- — tidanaimied 


If “debt” 


ferred stocks: 6th sth 4th jrd 2nd is 
zg companies I4] 144 137 132 129 10 
183 companies 180 173 171 169 161 143 


16 machinery manu- 
facturing companies 147 157 147 149 143 112 
14 iron and steel com- 
panies 202 I91 172 172 159 143 
18 sugar companies 171 174 170 166 161 137 
17 textile companies 178 172 172 166 149 118 


On the whole, the evidence is similar 
to that for going concerns in the prior 
table with the added feature that the 
ratio grows noticeably smaller as the 
companies approach receivership. 511 
years before failure the ratio (excluding 
preferred stock) is close to two and 
one-half times, in several lines ver) 
nearly three times. In the last year 
before receivership or default the rat 
is generally down to two times. When 
preferred stock is counted in with debt, 
the sixth year before failure shows 
ratios varying between one and one- 
half times and one and three-fourths 
In the last year, three examples show 4 
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little more than equality between 
assets and total obligations; three 
others show something less than one 
and one-half. 

It is evident that a statutory propor- 
tion of assets one and one-quarter 
times the debts would have placed a 
restriction upon asset withdrawals in 
onlv a few of these cases, and then only 
‘f balance-sheet values for assets were 
used and preferred stock counted in 
with bonds and current debts. 

The data studied include informa- 
tion on the dividends paid during these 
years before failure for the group of 
183 companies. In 19 cases (over 10%), 
the companies paid dividends in the 
year before failure; 68 companies (over 
one-third) paid dividends within the 
last three years before failure. About 
one-half of the companies paid divi- 
dends within the last five years. 

A statutory test (using balance-sheet 
assets and counting preferred stock 
with debt) of two of assets for one of 
ebts would have stopped dividend 
withdrawals for the six-year period for 
most of the companies that later failed; 
a test of one and one-half assets for one 
of debts would have stopped with- 
drawls for many companies two years 
before failure, and for all companies in 
the last year. 

lf preferred stock is not included 
with debt, the statutory ratio would 
need to be higher. It would take a ratio 
of two and one-half or three to one to 
stop withdrawals as early as the fifth 
year; a ratio of two to one would stop 
dividends in the last year only in a few 


ases, 


Substitution of Ratio for Capital Impair- 
ment Test 


(he second question posed at the 
eginning of this article was whether a 


rot 


itio test could constitute a serviceable 


b 


substitute for statutory restrictions on 
dividends built around stated capital. 


Capital and Surplus Accounting. But 
why is a substitute a matter of interest? 
The answer is that the introduction of 
shares without par value has revolution- 
ized the conception of the margin which 
dividends may not impair. The protec- 
tive margin once was equal to the full 
consideration received for the issuance 
of stock; now it may be almost any 
smaller sum that may be designated as 
stated capital. Obviously a sum smaller 
than the full contribution re-locates the 
line at which dividends will be stopped. 
Dividends charged to paid-in surplus— 
whether the surplus was created at 
date of issue or derived from subse- 
quently reduced stated capital—consti- 
tute withdrawals of invested-assets 
rather than, as the word “divided” im- 
plies, of profit-assets. 

A doctrine that the stockholders and 
the creditors are free to “‘contract”’ for 
any specific margin they choose is thus 
permitted to obscure the vital distinc- 
tion between capital invested by risk- 
takers and capital accumulated from 
operating the business at a profit. When 
to this is added the opportunity of- 
fered in not a few states to charge asset 
losses to paid-in surplus without first 
exhausting current earnings and earned 
surplus, the conviction grows that little 
dependence can be placed upon finan- 
cial statements of corporations which 
choose to go as far as the law allows. 

It is a matter of congratulation that 
many new corporation statutes have 
isolated appraisal surplus and excluded 
it as a source of cash dividends. But 
with paid-in surplus inadequately re- 
stricted, the limitation upon apprecia- 
tion surplus can often be avoided. For 
example, suppose the land owned by 
a corporation was appraised in 1935 at 
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$100,000 above its cost and that sum 
was set up as a credit in appraisal sur- 
plus. This surplus, being available for 
stock dividends, is transferred to stated 
capital in 1936 by this device. In 1937 
stated capital is reduced by the usual 
procedure, creating paid-in surplus of 
$100,000. This surplus, in some states, 
can be paid out in cash dividends. 
Even if the distribution were limited 
to preferred dividends, the result is, 
taking the three years as one period, 
to declare a cash dividend out of what 
shortly before was land appreciation. 

Carry the illustration a little further. 
Suppose that the paid-in surplus cre- 
ated by reduction of stated capital as 
above, instead of being taken as the 
basis of a dividend, was used to absorb 
a large loss, say, inadequately insured 
buildings destroyed by fire. If there 
still remains an earned surplus, assets 
may be withdrawn as dividends in spite 
of the loss. But whether this is done or 
not, the over-all result of this series of 
occurrences has been to transform a fire 
loss into an increase in the land account. 

The great freedom that directors 
have to value the assets possessed 
opens the way to strange new items of 
corporate surplus; the great freedom 
they have to allocate the consideration 
received for no-par shares does the same 
thing. The possibilities for concealment 
of actualities soon become very real if 
only the will is present. Restrictions 
upon appraisal surplus may help, but 
without accompanying restrictions on 
paid-in surplus, concealment of the 
true situation is still possible. And if 
the restrictions placed upon paid-in 
surplus do not go so far as to require 
losses to be first absorbed by current 
earnings and earned surplus as far as 
“There are too many factors, legal restrictions, con- 
tractual obligations, resolutions of directors, and 


financial expediencies, which enter into the question 
of whether surplus is available for dividends, to make 


they may suffice, the continued pres. 
ence of an earned surplus after a lo 
has been absorbed into paid-in gy. 
plus will convey a false impression tha 
profits have not suffered. 

Thus one restriction calls for ap. 
other, and the circumstances surround. 
ing the corporation’s common stock 
equity become increasingly complex, 
Once it was presumed that a corpora. 
tion’s balance sheet would show with 
reasonable clarity what sum was ayail- 
able for dividends. But now thoughtfu! 
observers are doubtful to say the least,’ 
And yet the investing public still needs 
some clue to the investment worth 
securities, and directors are still unde: 
penalty if an improper dividend injures 
creditors. 


Need for Flexibility 


It is not here implied that no-par 
stock, stated capital, and paid-in sur- 


plus were devised merely to creat 
opportunities for concealment of ; 
tualities. They have many legitimat 


functions wholly unrelated to obsery- 
able abuses; they were originated 


undoubtedly to relax hampering 
strictions. Companies issuing par valu 


stock, for example, sometimes used it 


to establish the value of property ex 
changed instead of using the value 


the property to fix the amount of stock 
issued. The rigidity of par stock makes 
it poorly adapted to modern conditions 


since it could be issued at only or 


price. Under the impact of rapidl) 
changing values for assets, the net 
worth consisting only of par stock and 
surplus profits presented a rigidity 
which was often embarrassing to mat- 
agements’ attempts to meet curren! 


conditions. In the consolidation of « 


it practical to have a balance-sheet account indicating 


the amount available for dividends.’”’ Sanders, 44 
field, and Moore, Op. ctl., Pp. 93. 
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porations, the new corporation could 
hardly begin life with an earned surplus, 
there was a need to continue un- 
ken dividends of the prior com- 
panies’ preferred stock. Paid-in surplus 
available for dividends was one way of 
meeting the situation. Again, many 
neople were convinced that it should 
e possible to absorb certain kinds of 

into capital without interrupting 
lividends from current earnings or 


‘ »f 
yO 


earned surplus. 
In a word, modern conditions cre- 
ted many situations which the inflexi- 
y of the old stock and surplus 
accounts only aggravated. There was 
present a feeling that informal read- 
iustments should be possible when 
necessary to clear the decks for a fresh 
start. No doubt the flexibility of a 
simple proprietorship was often visu- 
lized; there one faced no restrictions 
pon the treatment of assets and pro- 
prietorship accounts, for even with- 
lrawals from capital were possible 
when necessary. Since injured creditors 
till had recourse against the pro- 
rietor, no specific sum of capital had 
be maintained in the business. 

[he best that corporations could at- 
tain, however, was a slight measure of 
additional flexibility through the new 

ncepts of no-par stock, stated capital, 
paid-in surplus, and appreciation sur- 

is, and these are rapidly coming 
inder a variety of restrictions. 

On the whole, the situation then is 
! the corporation’s search for a 
reasonable degree of flexibility with 
which to face modern conditions has 
but opened the way to further abuses 
t the hands of those so inclined; these 

buses in turn tend to generate one new 
riction after another until the re- 
porting of corporate net worth has be- 
so complex that it is often utterly 


Ing 





Can the confusion be resolved or 
must we go on compiling exceptions 
and variations? 

The thought persists that some sub- 
stitute may be found for stated capital 
as the measure of protection offered 
the creditors of limited liability cor- 
porations, and that corporation law 
needs no complicated array of stock 
and surplus accounts to accomplish its 
purpose, however useful they may be 
to management and accountants. 

Perhaps a single net worth account 
to represent the whole residual equity 
would suffice without necessarily dis- 
tinguishing the sums which repre- 
sented capital and those representing 
profits. Does the protection of creditors 
necessarily depend upon limiting with- 
drawals to profits? If an adequate rela- 
tionship is maintained between total 
assets and total debt, is that relation- 
ship not a protection? Is the protection 
any better for being made up of in- 
vested capital rather than accumulated 
profits? As far as creditors are con- 
cerned, does it matter whether capital 
is lost or withdrawn, provided they 
are still protected by an ample margin? 
If one company has a small debt, are 
the creditors not protected even if some 
of the stockholders’ investment is 
withdrawn? If another company has a 
large debt in comparison to its total 
assets, is the creditors’ protection not 
dangerously reduced even by a with- 
drawal of surplus profits? 


Advantage of Asset-Debt Ratio 


It may be that an answer to these 
questions could be found in the use of 
a single dividend test as a substitute for 
stated capital—the ratio of total assets 
to total debt. 

If this ratio—at whatever figure set 

were alone controlling, the directors 
could treat the residual net worth 
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equity as if it were a single account. 
There would be no need for a paid-in 
surplus in order to pay dividends on 
preferred shares while accumulating an 
earned surplus—provided the ratio of 
assets to debts did not fall below the 
statutory minimum. There would be no 
necessity for a formal reduction of 
stated capital in order to absorb a loss 
of assets—there would be no stated 
capital so far as the law was concerned. 
There would be no necessity for cancel- 
ing a deficit out of subsequent earnings 
before declaring a dividend—provided 
the established ratio was intact. 

In a word, there would exist (1) a 
much desired flexibility in meeting 
modern changes in business conditions 
which may require an informal reorgan- 
ization of capital structure in order to 
be realistic, and (2) a definite and 
prescribed protection to creditors be- 
cause of the limited liability of stock- 
holders. These accomplishments would 
seem to meet both the needs of corpora- 
tion executives and the social obliga- 
tions of corporation dividend law. 


Distinction between Strong and Weak 
Companies 

But there is one other point to make. 
The hypothetical examples given at the 
beginning of this article, together with 
the evidence that corporations in 
trouble slowly drift into receivership, 
suggest that a distinction be made in 
the law of dividends between financially 
weak and financially strong corpora- 
tions. Where, because of the nature of 
the business or by choice, a corporation 
uses borrowed capital sparingly, it 
would seem proper that it should have 
greater freedom to authorize the with- 
drawal of assets, according to the 
wishes of the common stockholders, 
than would be the case where a corpo- 
ration, by the nature of its activities or 
by choice, operates on thinner ice by 


reason of the large proportion of “pro. 
tected” capital secured from borrowing 
at pledged rates of interest or on pre. 
ferred dividends. 

If the ratio test seems a suitable 
protection, the corporation statute 
might make use of the clause given 
earlier in the discussion: 

the assets of the corporation after the 
dividend distribution or withdrawal, taken 
at values determined according to the 
accepted principles of accounting for 
going concerns, shall be not less than one 
and one-half times its debts, liabilities. 
and shares having a_ preference 
dissolution. 

If the financially strong corporatio 
is to be distinguished further (and thus 
encouraged) from the financially weak 
corporation, the corporation statute 
might make use of this additiona 
clause: 

provided that when the earnings 

the current fiscal period before interest 
charges, determined according to the ac- 
cepted principles of accounting, are less 
than equal to the interest charges and 
preferred dividends, no common. stock 
dividend may. be declared even if the rat 
of assets to debt is above the prescribed 
minimum. 

These suggestions are put forward as 
possible ways of accommodating th 
development of corporation law 
changing social needs. Undoubted]) 
there are other aspects of the genera 
problem which deserve study. But it 
would seem that every approach should 
attempt to bring corporation law, cor- 
poration management, and corporatio! 
accounting closer together. It should 
be possible to visualize law and ac- 
counting as combining forces in setting 
standards which would aid manage- 
ment in giving well-balanced considera- 
tion to the interests of all parties 
concerned, as is fitting wherever fiduc! 
ary responsibilities obtain. 
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WHERE IS INSTALLMENT SELLING HEADED? 
BY CARL N. SCHMALZ 


HE simplest, shortest answer 

to the question “‘where is in- 
stallment selling! headed?”’ re- 

ires only two words—moderately 
up. But this like the short 
answers to sO Many questions, is In- 
adequate. It tells nothing about the 
nature of the growth in installment 
selling or about the problems raised by 
that growth. Actually there are seven 
significant trends now under way; and 
although movements differ in 
importance, all are worthy of discussion.” 
Installment selling, at present, is 
eaded, first, toward a somewhat 
share of the total retail business, 


answer, 


these 


easing sale of articles which custom- 
arily have been sold on deferred pay- 
s, through the sale of more articles 
installment terms, through the 
these terms by more retailers, 

1 through the use of these terms by 
the time. 


re customers more of 


Closely associated with this first trend 


payments, 


the second, a drift toward more lib- 
ral terms in the form of smaller down 
smaller carrying charges, 


and a longer time to pay. 


PJ 


he 


Kten 


liberal terms, and the 
ion of deferred payment arrange- 


more 


ments to soft goods, have increased 


the element of 


SCuING 5 


risk in installment 


and, although statistical evi- 


dence is lacking, it appears likely that 


+ 


he spreads between cash and install- 


ment prices in stores offering both 


rms have been growing narrower. 
g 


mers’ goods. 
» sets out to describe and discuss the current 
nstallment selling, it of course is not part 
isk to make a comprehensive appraisal of the 
social desirability of this device, to 





These four movements are the ones 
of basic importance. Of less moment, 
but interesting nevertheless, are three 
others, those: toward improvement 
in the administration of installment 
credit, toward greater control by 
government, and toward a greater 
influence by installment selling upon 
the traditional regular charge business, 
largely through the three-payment 
and budget account plans. 


Nature of Installment Selling 


Before settling down to a careful 
consideration of these seven trends, let 
us look briefly at the nature and history 
of installment selling. 

The salient characteristics of install- 
ment selling are four in number. First, 
the goods change hands actually, al- 
though not always legally, on a rela- 
tively small down payment or no down 
payment at all. Second, provision is 
made in the sale agreement for the pay- 
ment of the balance due in a definite 
number of installments, each specified 
as to amount and date. This definite- 
ness is in contrast with the rather loose 
arrangement for paying the balance due 
under the regular charge, or open 
account, plan. Third, as a rule some 
provision is made by which the seller 
either retains title to the goods until 
payment is complete, or regains both 
title and possession of the physical 
merchandise if payments are not made 
as agreed. Fourth, usually a special 
charge is made for the privilege of 
catalogue any trends which may have characterized 
its past, or to devote attention to any abuses with 
which it may have come to be encumbered. Such sub- 


jects are pertinent to the discussion only as they are 
related to current trends. 
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paying in installments, this charge 
presumably being sufficient to offset 
the extra costs for interest, office help, 
credit investigation, stationery, post- 
age, collection expense, and so on. 

The idea of serial payments is funda- 
mental to the plan and so, originally, 
was the idea of withholding title to, 
and control of, the merchandise until 
payments had been completed. This 
latter feature has been dropped recently 
in some cases. 

Clearly this method of payment is 
well suited to the selling of durable 
articles of high unit price, such as 
furniture, automobiles, household ma- 
chines, sets of books, and automatic 
refrigerators. Until recently it was used 
almost solely for articles of this type, 
and the great bulk of the merchandise 
sold on serial payments still answers 
this description. Of late, however, 
many distributors have offered install- 
ment credit in the sale of nondurable 
articles of smaller unit value. 

Many costs connected with install- 
ment selling tend to be fixed in cents 
per transaction. For instance, the cost 
of credit investigation, of placing the 
account on the store’s books, and of 
billing, are much the same regardless of 
the amount of money involved in the 
sale. Similarly, it costs as much to send 
out a notice of payment due, or to post 
a credit, for $2 as for $20. If costs are 
to be kept down in percentage of sales, 
therefore, the average sale and the 
average monthly payment must be 
kept up. Where this is not done, a 
retailer may find that carrying charges 
sufficient to cover costs are so high in 
percentage as to stifle sales. 

Hence, in the sale of articles of 
smaller value, the relatively large 
Except in the Kansas City and Dallas regions, 
where experiments with a $10 minimum were being 


conducted during the past winter. J. M. Baskin, 
“Catalog Houses Do 108 Million on Time,” Women’s 


average sale required by the install. 
ment plan is achieved by combining 
several articles in a single transaction. 
Frequently, retailers refuse to sel] op 
installment unless the amount involved 
equals a stated minimum. Conservative 
students of installment credit feel tha: 
$25 is about the smallest transaction 
which can be handled profitably; by 


this, especially when the term 
months is short. Montgomery Ward & 
Co., Inc., in selling by mail on the 
installment plan, allows a customer t 
open an account with a purchase of $10 
Sears Roebuck & Co. requires a $20 
purchase.* In a number of department 
stores, such as those of L. Bamberger 
& Co., Kresge Department Store, 
Marshall Field & Company, Carson, 
Pirie, Scott & Co., and Abraham & 
Straus, Inc., the corresponding mini- 
mums set by formal or informal ruk 
recently were $15 to $40 for bot 
regular installment transactions and 
letters of credit or budget accounts. It 
seems likely that during recent year 
there has been an important declin 
in the minimum amounts acceptab! 
for installment accounts and also 1 
the size of the average installment 
transaction. 


Recent History 


By 1927 and 1928 installment selling 
y 19 


had reached such stature that mar 
persons became alarmed at its possib 


adverse influence on the credit struc- 


ture and on business stability 
general. In those years, however, w 


were assured by Professor Seligmai 


(Columbia) and Professor Copelanc¢ 
(Harvard) that both the amount? and 


Wear Daily, December 28, 1937, Section 2, p. 3! 
4E. R. A. Seligman, The Economics of Instalmer 
Selling. New York: Harper & Brothers, 1927, I, p. 33 

















Where Is Installment Selling Headed? 87 


the importance® of installment credit 
ad been exaggerated; that, in spite of 
uses here and there, its influence was 

constructive;® and that the 
ous effects of installment selling 
the credit structure had received 


y 


uch emphasis.’ 
en came the depression. Both in- 
-tallment accounts and the installment 
finance companies weathered the crisis 
rprisingly good shape. Installment 
mers met their commitments more 
y than regular charge cus- 
mers. ‘This development, however, 
was to have been expected in view of 
the differences in incentives to prompt 
nent. The big finance companies 
rienced smaller losses during the 
pression than during the preceding 
iod of prosperity; but it must be 
membered that their loans frequently 
rried the dealer’s signature as well as 
customer’s. Speaking superficially, 
ment credit had worked no harm. 
f one looks at the matter more 
irefully, however, he finds difficulty 
ping the conclusion that the 
om good times to bad probably 
intensified by installment selling; 
at through deferred payment sales 
peak was built up to a greater 
ight than otherwise would have been 
reached; and that the need for paying 
ment debts made the ensuing 
pression deeper and longer than 
have been expected if install- 
t credit had been of smaller impor- 
e. It seems likely that this is the 


| effect of installment credit. 


Some Current Statistics 
lhe importance of installment selling 
existing economy is illustrated 
M Copeland, writing on Marketing in Recent 
Changes. New York: McGraw-Hill Book 
, Inc., 1929, I, Pp. 401, 402. 
\. Seligman, op. cit., p. 337. 





by the statistics in Exhibit I which 
are taken from government estimates. 
These estimates of installment credit 
outstanding do not necessarily repre- 
sent the aggregate amount of credit 
granted as a result of installment buy- 
ing because some purchasers of goods 
which otherwise would have _ been 
bought on the deferred payment plan 


EXHIBIT I 
Statistics REGARDING INSTALLMENT SALES 
(Figures in billions of dollars) 
1929 1935 1936 1037 
Total Retail Sales $49.1 $33.2 $37.9 $40.4 
Total Installment 

Sales 6.5 3.6 4-5 5.0 
Percentage of Install- 

ment to Total Sales 13% 10.9% 11.8% 12.25% 
Installment Creditt $2.6 $2.2 $2.6 $2.9 
* Total installment sales for 1938 will be 15 % to 20% below the 
1937 level, according to L. S. Crowder, general manager, National 
Retail Credit Association. Retailing, Executive Edition, June 27, 
1935, p. 15. 

t Estimated average amount outstanding. At the peak in 1929 the 
amount is estimated to have been $2.9 billions. 

Sources: The data on total retail sales for 1929, 1935, 
and 1936 are taken from a mimeographed release of 
the U. S. Bureau of Foreign & Domestic Commerce, 
entitled 1936 Retail Sales Up 14.4 Percent by Nelson 
A. Miller, Chief, Retail Trade Section, Marketing 
Research Division. Mr. Miller quoted Census figures 
for 1929 and 19365. 

The data on total retail sales in 1937, on total in- 
stallment sales, and on installment credit are from an 
address before the National Retail Dry Goods 
Association by Malcolm L. Merriam, Chief, Instal- 
ment Credit Unit, Marketing Research Division, of 
the same Bureau. The address was published in the 
National Furniture Review, April, 1938, pp. 40 ff., as 
“TInstalment Selling—A Business Stabilizer or 
Financial Hazard.” 


* 


may have borrowed from small loan 
companies, credit unions, industrial 
banks, or commercial banks and then 
may have purchased for cash. At the 
close of 1937 credit unions and the per- 
sonal loan departments of commercial 
banks were said to have tripled their 
1929 loan balances.’ Much of this credit 
must have supported the purchase of 
consumers’ goods. 

8 Rolf Nugent, ‘Tendencies in Consumer Financing,” 
Journal of the American Statistical Association, March, 
1938, p. 45. Mr. Nugent, however, stated that the 
total amount of consumer credit outstanding at the 
peak probably was about the same in 1937 as in 1929. 
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At present, installment selling ac- 
counts for about 12% of total retail 
sales. In 1937 installment sales were 
about $5,000,000,000, around one-third 
of the total retail sales made on credit; 
and all credit sales, in turn, were some- 
what more than 30% of total retail 
sales. The average amount of install- 
ment credit outstanding in 1937 to 
support the $5,000,000,000 of sales was 
about $2,900,000,000. This latter figure 
is believed to be about the same as that 
at the peak in 1929, when dollar sales 
were 30% longer. This increase in the 
credit required to support installment 
sales is eloquent evidence of the easier 
terms to which attention will be di- 
rected. From one-half to two-thirds of 
the total installment credit is extended 
by the larger finance companies. 

The importance of installment selling 
varies considerably from one type of 
goods to another. In the automobile 
business around 60% of the sales is on 
installment terms, among household 
appliance and radio stores around 55%, 
among furniture stores around 49%, 
among radio dealers about 33%, and 
among department stores about 10%. 
On the other hand, of the total install- 
ment sales, about 65% arises from sales 
of automobiles, 10% from sales in de- 
partment stores, 10% from sales in 
furniture stores, and 15% from other 
sources.” 

» These percentages have been taken from a number 
of sources including: 

M. V. Ayres, “Installment Selling Ratios,” Time- 
Sales Financing, October, 1937, pp. 9, 10. 

M. L. Merriam, op. cit. 

National Association of Sales Finance Companies, 
Time-Sales Financing, July, 1937, p. 12. 

C. N. Schmalz, Operating Results of Department and 
Specialty Stores in 1936, Harvard Business School, 
Bureau of Business Research, Bulletin No. 104. 

U. S. Bureau of the Census, Census of Business 
1935, Retail Distribution, Vol. VI, p. 11. 

H. T. Lacrosse, Retatl Credit Survey 79376, U. S. 
Bureau of Foreign & Domestic Commerce, Marketing 
Research Division, Market Data Section, p. 17, gives 
figures on this topic, but the figures differ substan- 


Because of the differences in term, 
installment selling absorbs much more 
credit than selling on the open account 
or regular charge plan. In 1936, for jp. 
stance, it is estimated that total retajj 
regular charge sales amounted to about 
1.82 times total retail installment sales 
while installment sales absorbed abou; 
1.86 as much credit as regular charge 
sales."° It is clear that changes in jp. 
stallment sales volume have substan. 
tially greater effect on the credjt 
structure than corresponding change; 
in regular charge sales. These differ. 
ences in effect are magnified as the 
difference between installment and rev- 
ular charge terms increases. 

There is little doubt that installment 
selling has facilitated the sale of dur 
able merchandise of high unit value. 
This, in turn, has led to larger aggre- 
gate sales of such merchandise, t 
greater production of these goods, and 
to lower unit costs. As a result, the 
standard of living has been raised, 
partly because money which would 
have been f1ittered away on ephemeral 
goods or sefvices has been spent for 
more tangible and durable goods. On 
the other hand, installment selling prob- 
ably has increased the amplitude of the 
cyclical swings in business and it ha 
caused a certain amount of unhappi- 
ness or misery where it has been usec 
improperly.!! 
tially from those of the Census, apparently because 0! 
the much smaller sample. 

Apparently some discrepancies in the figures from 
governmental sources result from a_ tendency ! 
differentiate between the proportion of, say, furnitur 
sold on installment and the proportion of furnit 
store sales sold in that way. 
10M. L. Merriam, op. cit. 

11 Reasoning regarding the desirability of installment 
selling and its effect on the business cycle necessar 
involves consideration of the purchasing power theo! 
of cyclical fluctuations. On this topic two interestin: 
books are: J. E. Meade, Consumers’ Credits and U* 
employment. London: Humphrey Milford, 1938; 4! 


E. F. M. Durbin, Purchasing Power and Trade Ut 
pression. London: Jonathan Cape, 1933. 
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The net effect, perhaps, has been good, 
but the point may be debated.!” 

This brings us to the present and to 
the seven current trends which are our 
major interest. 


Growing Installment Sales 


The first trend in installment selling 
‘; that toward a somewhat greater 
share of the total retail business,'* this 
creater share arising from increasing 
importance in our economy of durable 
articles of high unit price peculiarly 
suited to installment selling,'* from the 
sale of more articles under installment 
terms,!® from the use of these terms by 
more and more retailers,!® and from the 
ise of installment plans by more cus- 
tomers more of the time. 

During the last five or six years we 
have seen considerable expansion of the 
articles sold on installments, especially 
the inclusion of the so-called “‘soft”’ 
lines. For some time this trend has been 
evident in the department store busi- 
ness although the installment sales of 
soft goods allegedly have been disap- 
pointing; and in its spring and summer 
catalogue for 1935, Montgomery Ward & 
Co. for the first time announced that 
its budget plan could be used in pur- 
chasing any goods offered. This policy on 
the part of Montgomery Ward & Co. 


* Roger W. Babson in a recent book, The Folly of 

instalment Buying. New York: F. A. Stokes Company, 

1938, makes the interesting observation that a cus- 

tomer, by saving in advance of his first purchase and 

saving serially thereafter before each purchase 

rather than to pay for past purchases, avoids the 

extra cost of installment buying throughout his life- 
e merely by deferring the first purchase. 

iterpreting the percentages of installment sales 

sales presented in the table, one must remem- 

hat in 1937 the forces making for large install- 

t volume were not operating to the same degree 

the boom year, 1929. Nevertheless, the per- 

tages for the two years were surprisingly similar. 

“With automobiles, radios, electric and gas refriger- 

rs, washing machines, vacuum cleaners, and similar 

es playing their present roles in American life, 





has not been matched by Sears, Roe- 
buck & Co.,"® or by retailers generally, 
but there has been a distinct tendency 
to increase the number of articles sold 
under installment terms and to expand 
in the direction of less durable merchan- 
dise of little or no repossession value. In 
1935 one-half the department stores re- 
porting in a survey by the National 
Retail Dry Goods Association sold some 
soft goods on installments; in 1936 al- 
most three-quarters of the reporting 
stores followed this practice. !” 

Ten or fifteen years ago certain de- 
partment stores refused to sell on in- 
stallments, and those which used these 
terms were held in some contempt. 
Now, almost every store which does not 
sell exclusively for cash has some install- 
ment arrangement. As the number of 
stores offering deferred payment terms 
has increased, as the number of articles 
available on these terms has become 
larger, and as buying on time has re- 
ceived greater public sanction, more 
consumers have taken advantage of 
these terms and customers who have 
used the terms once have come back to 
do so again. 


Terms 


Along with this trend toward larger 
installment business, there has been an 


this point hardly needs statistical support. 

16 A, Kaylin, “Given the Chance, Customers Readily 
Buy on Instalments,” Retailing, Executive Edition, 
August 8, 1938, p. 2. 

16 Except in the Dallas, Kansas City, and St. Paul 
regions, where Sears, Roebuck & Co. apparently has 
been experimenting with the more liberal policy. 
J. M. Baskin, op. cit. 

7 According to press reports on the June, 1938, con- 
vention of the Credit Management Division, National 
Retail Dry Goods Association, no speaker deprecated 
the selling of soft goods on the installment plan. See 
Retailing, Executive Edition, July 11, 1938, p. 8. 
This statement reflects an important change in the 
attitudes of retailers during the past few years, and it 
indicates how easily executives revise their ideas 
in the direction of greater liberality. 
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important movement toward more 
liberal terms.'*® This is the second of the 
seven trends. It is closely related to the 
first, because the more liberal terms 
1ave been partly responsible for the in- 
crease in installment business. 

During the last depression, and espe- 
cially during the recovery following its 
low point, down payments were re- 
duced, carrying charges were lowered, 
and the aggregate amount of time 
allowed for the completion of payments 
was increased. This last, and unfor- 
development is traceable in 
part to cheap money and in part to the 
‘xtremely long times allowed for pay- 
ment by the FHA and EFHA in the 
sale of electrical appliances. These 
terms, running from 36 to 60 months, 
were much longer than those generally 
thought feasible by businessmen. They 
tended to set the pace of competi- 
tion, or, at the least, to lessen the 
normal restraints. [The movement to- 
ward longer terms was most pro- 
nounced in the household appliance 
field where retailers rushed to make 
hay while the sun of recovery was 
shining; but even in the automobile 
field, dominated by a few large fi- 
nance companies with conservative 
leanings, time required for payment 
was stretched to 24 months and carry- 


ing charges were pared.'® 

SA. K Insta | Now M More 
Libe 1927 f Ix [ 

Aug 22, 1 

| ‘ 

f t ar © tT i y 

r I i 1 I93 J \ H 
Credit Management Year Book 1936-1937, \ L\ 
New York: Credit Management Division, National 
Retail Dry Goods Association, pp. 216, 217. It is 
expected ar figures for 1937 will appear in 
the corresponding Year Book for 1937-1938, which 
id t bee 1 whe Ss was written. Some 


the 1937 data have been published in the trade 
press. see I t te 2I Delow.,. 
20M. L. Merriam, The Trend of Installment Terms, 
December 1076-1037, Marketing Research Division, 


U. S. Bureau of Foreign & Domestic Commerce. 


This development was not welcomed 
uniformly in the trade. Apparently 
the more cautious and competent 
executives, who followed the general 
tendency for competitive reasons, did 
so with full recognition of the dangers 
and with a definite plan to run for 
cover if and when a new depression 
threatened. 

It is not surprising, therefore. that 
in the summer of 1937, following long 
and pronounced expansion in install- 
ment sales, organized efforts were 
made to reduce the liberality of terms 
During the fall of 1937 there was a 
perceptible movement in this direction: 
and the movement was substantial a 
regards automobiles, both new and 
used, and as regards refrigerators. 
washing machines, and ranges. In the 
automobile business down payment 
were increased and maximum time t 
pay was reduced; in the refrigerator 
washing machine, and range business 
maximum time to pay was cut.”° Suc! 
reaction from the excessive liberalit 


f 


of the recovery period was to 
expected. There is not yet clear evi- 
dence, however, that the recent stiffen- 
ing of terms is more than a react! 
from extreme liberality, or that tl 
long-time trend toward easier terms has 
been reversed.?! 


The movement appears to have continued 
See L. S. Crowder, Retailing, Executive Editior 
27, 1938, p. 15. Of course, from a tl 


e 
ideal standpoint, terms and credit should be re 
aes apoint, terms and credi nou t 


n bad times and tightened in good times 
yosite of what actually takes place. 

'! Speaking before the convention of the Nat 
Retail Credit Association in Pittsburgh in June 
Edgar I. Amthor, director of accounts, L. Bambers 
& Company, Newark, stated that there still wa 
much laxity in installment terms. Retas/in 
cutive Edition, July 4, 1938. At the June, 193 
vention of the Credit Management Division, ) 
Retail Dry Goods Association, W. S. Martens, ©: 
Manager, Carson, Pirie, Scott & Co., Chicag 
ported upon the Division’s study of installm« 


in department stores during 1937. The data 


2 
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Risk and Cost 
he tendency of retailers to extend 
-ceallment credit to people of lower 
wer purchasing power, to use 
hece terms for the sale of soft goods 
ttle or no repossession value, and 
aake terms more liberal, of course 
‘ncreased the risk, and hence the 
installment selling. This in- 
ease in risk represents the third trend. 
It is believed, also, that of late an in- 
proportion of installment sales 

en made without adequate 
lve of the creditor’s capacity 
especially without knowledge 
rgregate installment commit- 
In many cases, therefore, the 
1s become a character risk 


( , Vi 


Pr S1 reads 


\s a corollary of the trend toward 
beral terms, one would expect a 
ward narrower spreads between 
installment prices in stores 

| on both bases. Concrete evi- 
lacking, but it is believed that 

end exists. This narrowing of 

f course, fosters a shift in 

from the cash and regular 

rge to the installment basis, and 


Mr. Martens related to time allowed for payment and 
wn payment. With reference to time, the 
1 a pronounced reduction in the liberal 
but a liberalizing of the conservative 
and practically no change in the 
\s regards down payments, the sta- 
i stiffening of terms at the liberal 
no down payment to $5, some 
ward stiffening at the conservative 
light stiffening in the typical terms. 
“CMD Sees Halt in Trend Toward 
f Instalment Terms,” Retailing, 

n, July 25, 1938, p. 12. 
ly (Spring, 1938) of the Credit Man- 
n, National Retail Dry Goods Asso- 
1 that income from carrying charges 
iged less than half of deferred payment 
ng cost of money, in a group of depart- 


+} 


Ww installment sales of more than 





perhaps larger aggregate sales volume. 
On the other hand, it implies the neces- 
sity for covering more and more of the 
installment cost in initial markup; and, 
where this is done, cash customers 
are forced to defray some of the ex- 
pense incurred solely for installment 
customers.”? 

One can easily imagine that, if 
this tendency continues, there will be 
created an excellent opportunity for 
the development of new stores selling 
exclusively for cash and showing a 
substantial price advantage over the 
familiar cash and credit stores.** The 
important growth of the “wholesale” 
and “inside discount”? houses, espe- 
cially in the refrigerator, radio, and 
home appliance business, may repre- 
sent this very development. They may 
become to the department stores, 
furniture stores, and “legitimate”’ ap- 
pliance retailers what the supermarkets 
are to both chains and independents 


in the food field. 


Improvement in Administration 


It is practically impossible to secure 
any statistical measurement of the 
efficiency with which credit granting, 
bookkeeping, collection work, and the 


$6,000,000. Carrying charges were at 14 of 1% on 
original unpaid balance. W. S. Martens, op. cit. 
It should not be inferred that the installment 
carrying charges never are sufficient to cover the 
additional costs of the installment method of doing 
business. Instances can be cited in which these charges 
are more than adequate and yield the stores a profit. 
There are no estimates indicating what percentage 
of the total installment sales are made under terms of 
this sort, however. 
23 There is some possibility that widespread familiarity 
with installment selling may focus attention upon the 
price of credit, and may lead to expressed or latent 
demand on the part of consumers for arrangements 
whereby sales under each set of terms (cash, open 
account, C.O.D., and installment) must pay a 
different price presumably reflecting differences in 
cost. 
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handling of repossessed merchandise 
are conducted among stores using in- 
stallment terms. The several associa- 
however, are 


tions of credit men, 
giving careful thought to the adminis- 
tration of installment business; stand- 
ards of procedure and of operating 
cost are being set up; and it seems 
safe to say not only that progress is 
being made, but also that progress will 
continue. This improvement in the 
administration of the installment busi- 
ness constitutes the fifth trend.*4 
Extension of Government Control 
Installment selling through the years 
has been associated to some degree 
with the less scrupulous types of retail 
merchant. It is not surprising, there- 
fore, that organizations and individuals 
interested in protecting the less fortu- 
nate people from loan sharks have 
given some attention to installment 
selling and have urged the passage of 
laws for its regulation. In addition, 
businessmen, acting through trade 
associations or better business bureaus, 
have called attention to the need; and 
the Federal Trade Commission has 
initiated action. We may expect a 
continuation of these tendencies; and 
hence we may expect a trend, the sixth 
of the seven, toward more rather than 
less governmental control of the install- 
ment business. This control may be 
expected to appear in the form of 
Federal and state laws, as well as in 
city ordinances and the decrees of regu- 
latory bodies, such as the Federal 
Trade Commission. Some of this activ- 
ity will help merchants in general by 
protecting them against fraudulent 
buyers. On the whole, however, it 
will be regulatory and restrictive in 
24In connection with credit administration it is 
nteresting to note that the ratio of losses from bad 


debts to sales for installment business in 1936 was 


character, imposing minor handicaps 
on all retailers in an attempt to 
minimize abuses growing out of the 
methods of a few. 

A few specific instances will indicate 
more clearly the direction in which 
things are moving. An important objec. 
tive of reformers and lawmakers has 
been the elimination of misleading 
statements of installment terms. Many 
bills regulating these statements have 
been introduced in state legislatures: 
and recently (December, 1936) the 
Federal Trade Commission moved ¢ 
force some of the automobile finance 
companies to correct statements 
terms alleged to be misleading. The 
commission acted under its power 1 
regulate trade and do away with unfai: 
practices. In April, 1937, as a result 
of its action, a group of finance con 
panies agreed to abandon the phras 
ogy “6% on unpaid balances” in fay 
of statements less likely to mislead 

Space does not permit going into 
detail regarding the trends in actua 
and proposed legislation. A mere e: 
meration of the subjects of some laws 
and bills, however, will serve to indicat 
the sort of action which may be ex. 
pected. Typical objectives of actual 
proposed legislation are: 


I. to require that the elements c 
prising the carrying charge be particula 


ized in the contract or when the terms are 


announced; 
2. to specify a given form of contract 
3. to license sales finance companies 


4. to set up an agency for receiving 


complaints of unlawful action by seller 
finance companies; 

5. to protect seliers against sale, 
struction, or concealment of goods ple 
by customers; 
about one-half as large among department 


among all other types of retailer on thi 
H. T. LaCrosse, op. cit., p. 22. 
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prohibit dunning by post card or 
llect telegrams; 
+ to regulate wage assignments; 
g to limit rates; 
to prohibit the acceptance of con- 
f judgment; 
prohibit add-ons; and 
regulate repossessions. 


\ similar movement is under way in 
Great Britain, where the hire-purchase 
orocedure results in legal relationships 

mewhat different from those prevail- 
; here. As part of this movement, the 


British Parliament this year enacted”® 

6 so worded as to cover household 
is but to exclude motor cars and 
istrial goods except live stock. The 


visions of this bill, among other 


1, afford protection for the interests of 
th sellers and customers when hire-pur- 
e contracts are terminated before all 
2. make the retailer an agent of the 
finance company when the contract is 
between the customer and the finance 


}. limit the liabilities of the drawers and 

tors of promissory notes when these 

tes, rather than hire-purchase contracts, 
ire the financing medium; 

4. require that sellers must quote a cash 

e as well as an installment price; and 

in the case of add-on transactions, 

require court action before a seller can 

ess merchandise of a prior transaction 

e of default on the latest transaction. 


Infiuence on Open-Account Selling 


The Three-Payment Plan. One of the 
more interesting developments in retail 
during the last few years has 

gust 8, 1938, p. 16. 


written copies of the act itself are not 
t the bill is discussed in two convenient 


‘Hire Purchase Under the New Bill,” 
suardian Commercial, May 13, 1938, 
1938, p. 457; and May 27, 1938, 


hecter 





been the growth of the three-payment 
plan of open account selling and, along 
with it, the development of various 
arrangements for giving customers the 
power to buy in substantial sums imme- 
diately without a formal installment 
agreement and, usually, without a 
carrying charge. 

Under the three-payment plan, a 
person whose credit is approved buys 
merchandise without a down payment 
and without a carrying charge under a 
promise to pay one-third of the pur- 
chase price one month from the date of 
purchase, another third two months 
from the date of purchase, and the bal- 
ance three months from the date of 
purchase. In some cases these terms 
merely provide for payment by a given 
date in the first month after date of 
purchase, and so on. 

The experience of stores under the 
three-payment plan seems to have been 
predominantly favorable. Business has 
been increased through the sale of mer- 
chandise to customers not eligible for 
regular charge accounts because of the 
inability to make payments of con- 
siderable size in 30 days following 
purchase. Collections under the three- 
payment plan appear to have been 
much more nearly in accordance with 
the agreed terms than have collections 
under the regular charge plan, so that 
the ratio of monthly collections to out- 
standings has declined but little after 
adoption of the plan.*? Hence the 
amount of credit outstanding per dollar 
of sales has not increased materially. 
Of course, this good collection record 
has resulted in part from more intensive 

The Economist (London), April 16, 1938, pp. 145- 
146; and April 23, 1938, pp. 192-193. 

It is assumed that the bill was enacted without 


great change. 

27 Some specialty stores have reported a higher collec- 
tion ratio under the three-payment plan than under 
the regular charge (30-days) plan. 
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follow-up which has involved greater 
office expense. Partly, no doubt, as a 
result of this favorable experience, the 
three-payment plan seems to be gaining 
in importance, especially among spe- 
cialty stores which have not offered 
formal installment terms. 


Budget Plans. Other stores, wishing 
to avoid some of the bookkeeping 
expense accompanying the use of 
a three-payment plan, especially by 
basis for 
limiting the initial have 
adopted what frequently are called 
budget plans. Under this arrangement 
a customer purchases a book of coupons 
from the store’s credit office by paying 
a certain amount, frequently 10%, 
and agreeing to pay the balance due 
in three or four monthly installments. 
In some cases the customer pays a 


establishing a convenient 


purchase, 


carrying charge in addition. 

Having purchased the book of cou- 
pons, the customer uses them as cash 
in making purchases throughout the 
store. Of course, the customer may use 
only a part of the coupons immediately, 
and thus may begin the serial pay- 
ments before actually having employed 
all the credit. This possibility con- 
stitutes an advantage of the plan which 
is partly offset by the fact that the 
store may pay out cash as well as 
merchandise in accepting some of the 
coupons. On the other hand, the cou- 
pons, being accepted like cash in the 
selling departments, facilitate the work 
of selling with some increase in con- 
venience to the customer and some 


reduction in cost. 

In other instances, such as that of the 
Broadway Department Store in Los 
Angeles, a card, called a letter of credit, 
is used instead of a coupon book. This 
card must be presented when each pur- 
chase is made, and must be sent to the 


credit office where the amount of the 
purchase is deducted from the free bal. 
ance and a new balance computed, 
Such a credit card, or letter of credit. js 
paid for in installments just as a coupop 
book is paid for under the budge; 
plan. Under the Broadway letter-of 
credit plan, credits are established fo, 
any amount from $15 to $100. The 
down payment must be 20% of the 
credit, but not less than $5; the period 
of payment must not 
months, but the payment per month 
must be at least $5; no add-ons are 
permitted; and a customer must pay off 
one letter of credit before taking 

another. Manifestly, this plan is more 
flexible than the coupon book plan, 
but is more cumbersome in actual 


exceed six 


operation. 

In general, the coupon book plan and 
similar devices seem to have had some 
what wider acceptance than the three- 
payment plan. 

Arrangements like the three-pay- 
ment plan, the coupon book plan, and 
the letter of credit make it possible for 
stores to do business with honest cus- 
tomers of small means whom they could 
not reach with 30-day open-account 
credit and in selling merchandise not 
adapted to the regular installment 
procedure. Stores have found 
plans of this sort enable them to secu! 
many new customers and, also, 


revive accounts which have become 


inactive. Although some of these plat 


manifestly constitute merely adaj 


tions of installment techniques to open- 


account selling, others have most 
the earmarks of the installment 
Taken together, therefore, the 


stitute a twilight zone between open- 
account selling and installment selling, 
as those phrases were understood tive 


hp 


or ten years ago. On the whole, th 
movement represents an invasion 0! | 


he 
hé 
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t of t1 nen-account field by installment 
) lures; and this invasion may be 
expected to continue as new plans are 
devised, and as more stores and more 

rs adopt the plans which have 
eared. This is the last of the seven 


wpe [hus installment selling has influ- 
O. The enced open-account credit by suggest- 
the device of serial payments, by 
ing that credit be arranged and 
in blocks sufficiently large to 
irrant the expense involved by the 
ms are tore in handling serial payments, and 
r by leading to the adoption of more fre- 
| ent and rigorous collection proce- 
jures. It seems likely that this influence 
f installment selling upon the regular 
ge business will continue and will 

1 to additional stores. 
| this discussion of trends a dis- 
has been preserved between 
granted in connection with in- 
ent selling and other forms of 
ynsumer credit, some of which, as has 
noted, may displace installment 
Students of the business cycle 


the Lli¢ 
¢ 


y 1 
rye sti 


period J Suge 


t cus ind of public policy may, of course, be 
h interested in the several types of 
ner credit which lie beyond the 


ial scope of this article. 


Con , 
nae \mong the seven trends, those to- 
ward more liberal terms, increased risk, 
and price spreads which do not cover 
ola ial costs, are to be deplored. They 
apta may be expected eventually to raise 


per sts, and to cause difficulty, for retail 
merchants without any long-run bene- 

nsumers. The tendency for in- 
‘nt sales to increase somewhat 
‘ rapidly than total sales at retail 





also probably is unfortunate. This is 
true for three reasons: First, because 
the increases in installment business 
apparently are coming not merely from 
the use of deferred payment terms in 
the distribution of new durable articles 
of large unit price, where installment 
selling is necessary, but largely from 
the use of these terms for selling soft 
goods where the installment plan is not 
really necessary. To the extent that this 
has happened there has been an unnec- 
essary increase in distribution costs. 
Second, because the increasing liberal- 
ity of installment terms may have 
resulted in the extension of credit to 
many consumers not actually entitled 
to that credit, so that the recent growth 
in installment business may well have 
resulted in a weakening of the credit 
structure. And third, because install- 
ment selling tends to cause wider 
fluctuations in general business condi- 
tions and thus to increase the difficulty 
of keeping the national economy in 
balance. 

An improvement in administrative 
procedures, whether in the handling of 
installment or open account credit, 
always is to be welcomed. Govern- 
mental regulation, even assuming a cer- 
tain degree of fumbling and ineptitude 
in the early stages, should eliminate 
some of the abuses of installment selling 
without destroying its good features. 
Thus far, at least, the influence of in- 
stallment selling on open-account busi- 
ness seems not to have been harmful. 
Hence, the last three trends to which 
been directed appear 
whole desirable and 


attention has 
to be on the 
wholesome. 














INSTALLMENT SELLING: A CRITICAL VIEW 
BY JULIAN D. WEISS 


VERY real necessity exists to- 

day for sound and permanent 

control of installment selling, 
undertaken by the industry itself. 
Sporadic attempts at control have been 
only temporary palliatives because of 
the forces of competition. Despite a 
lack of correlated data upon which to 
analyze the growth of installment sell- 
ing and its relationship to depressions 
and consumer purchasing, there is am- 
ple evidence indicating the unsound de- 
gree to which installment selling now 
extends; in the last analysis this selling 
means pledging future income of the 
low-salaried masses who constitute the 
chief buyers on installment. 

At the very outset, it is imperative 
to consider the problem from the view- 
point of public welfare; i.e., the meas- 
ure of loss to the installment buyer. 
The excellent loss record of the finance 
companies in the last depression is only 
part of the story, the other and sadder 
portion being that which considers the 
consumer. 

The automobile finance 
which accounts for the majority of the 
nation’s installment buying, well ex- 
emplifies the dangerous relaxation of 
installment terms that has developed 
in the course of the last decade. As to 
both down payment and length of in- 
stallment contract there has been an 
extension beyond limits generally rec- 
ognized as sound even by the auto- 
mobile finance Thus in 
December, 1924, the National Associa- 
tion of Sales Finance Companies set 
forth “fundamental principles of sound 
practice in financing [automobile] in- 
stallment sales.’’ These principles pro- 


industry, 


associations. 
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vided for a minimum down payment 
of one-third of the sales price in the 
case of a new car, and a maximum 
maturity of twelve months. In the 
purchase of a used car, a 40% down 
payment was specified with a maximum 
maturity of twelve months. 

The extent to which the industry 
failed to observe its own minimum 
standards of safety is strikingly por- 
trayed in Exhibit I, which indicates 
that substandard paper in regard t 

EXHIBIT I 
AuTOMOBILE PaPpEeR: SUBSTANDARD 
(Percentage of total) 


Paper—Over Substandard 
12-Month Down Pay- 

Year Maturity ment 
1929 14.9% 8 
1930 16.6 11.8 
1931 17 8 11.1 
1932 21.9 82.7 
1933 12.9 I1.¢ 
1934 29.8 18.2 
1935 48.3 34.1 
19360 58.9 20 
1937 68.0 23.3 
1936 as % of Base Year 1929 400% 325 
Sources: 1929-1936 figures from Automotive Das 
News Almanac, 1937. 1937 figures from report 
National Association of Sales Finance Companies 
1938. 


length of the installment contract 1n- 
creased from 14.9% in 1929 to 68.0% 
in 1937; and at the same time sub- 
standard paper in regard to down pay- 
ment increased from 8.0% in 1929 
to 23.3% in 1937. Although ther 
was some improvement in the closing 
months of 1937, the situation still was 
acute, according to a survey made by 
a large Chicago bank (Exhibit II). This 
study revealed that on December 3}, 
1937, new car paper maturing longe! 
than eighteen months was 34.8% 

total paper, compared with 29.7% 
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December 31, 1936, and 21.5% on 
lune 30, 1936. Used car paper over 
twelve months maturity was 49. 2% on 
December 31, 1937, substantially above 
28.89% on December 31, 1936. Al- 

ubstandard paper as to down 
payment declined from December, 
to December, 1937, it still ex- 
1 the 1935 figures. 


ceedea 


the 


1930 


reversed so that the average maturity 
became greater than fifteen months.! 

The data cited in Exhibit II are of 
the utmost significance, particularly if 
we recognize the tremendous growth of 
public and private debt since 1929 to 
the staggering total of $136,500,000,- 
000, equivalent to more than $4,000 per 
family.2 On the other hand, current 


EXHIBIT II 


CREDIT 


New Car Paper Maturing over Eighteen Months 


Used Car Paper Maturing over Twelve Months 


New Car Paper with Down Payments under 3314% 


yev I 


Used Car Paper with Down Payments under 33144% 


‘he record since 1933 offers evidence 
wainst the theory that credit is 
tightened as we near the peak of the 
jusiness cycle. Our most recent depres- 
sion experience indicates that in this 
ase at least we started to lock the 

rn door after the horse was stolen; 
that is, the much discussed tightening 

terms in the summer and fall of 
37 occurred too late to do much good. 
lhe recession already was under way. 
\s further evidence of this, T1me-Sales 
Financing (the publication of the 
National Association of Sales Finance 
Companies) states in its January, 1938, 

ie that a study of companies doing 


95% of tl e industry’ s volume indicates 


that dosing 1936 the average length 
{ automobile contracts purchased was 
inder fifteen months, but during the 


early part of 1937 the condition was 


(In billions of dollars) 


Private debt* 74.9 
State and municipal debtf 19.3 
leral Government debt (direct) t 37.5 
iranteed debtt 4.8 
public and private debt 136.5 
Vepartment of Commerce, Long Term Debts in the 

1937, p. ¢ 


cree Bulletin, July, 1938, p. 604. 





Terms iN Twenty-Four REPRESENTATIVE AUTOMOBILE FINANCE COMPANIES 


Dec. 31, June 30, Dec. 37, June jo, Dec. 37, 
1937 1937 1936 1936 1935 
34.82 34.66 29.73 21.52 22.60 
49.18 47.91 38.81 35.91 20.65 
22.26 29.62 38.57 22.2 20.95 
27.92 36.32 37.09 31.75 20.65 


Study of the First National Bank of Chicago, as reported in The Wall Street Journal, March 29, 1938, p. 6. 


assets in the form of per capita reserves 
have declined, with a resulting de- 
crease in potential consumer purchas- 
ing power and standard of living in 
periods of depression. Not only are per 
capita savings of $191 substantially 
below the $237 figure of 1928,* but also 
the number of persons owning insur- 
ance is smaller than it was in the late 
1920’s. At the same time, policyhold- 
ers’ loans have increased.‘ 
Repossessions 

This diminution of personal reserves, 
combined with the demonstrated laxity 
of terms compared with the 1920’s, in- 
dicates that complacent comparison 
with the so-called fine record of con- 
sumer credit in the 1930-1932 depres- 
sion is not warranted. Not only is the 
situation far more acute today, but 
also the alleged good showing in the 
previous depression was achieved at the 
expense of the consumer himself as well 
as of other industries. It is true that the 
finance companies had a good record, 
in that their losses were held below 1%. 
However, a study of repossessions, the 
*Savings Division, American Bankers Association. 


Reproduced in Banking, January, 1938, p. 26. 
‘ Forbes Magazine, July 1, 1937, p 


| 
| 
| 
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measure of loss to the buyer, reveals a 
different situation. 

The figures of [the automobile fi- 
nance associations indicate that repos- 
sessions jumped from slightly over 4% 
in 1928 and 1929 to 8.5% in 1931 and 
10.4% in 1932 (Exhibit III); and in 
recent months, if informal surveys of 
representative automobile dealers may 
be considered reliable, repossessions are 
occurring in large numbers. In fact, 
the recently released compilation of the 
First National Bank of Chicago showed 
that on December 31, 1937, reposses- 
sions were 2.84% of net worth of f- 
nance companies, compared with 1.22% 
on June 30, 1937, and 1.44% on De- 
cember 31, 1936. 


EXHIBIT Ill 
Repossessions: New Aanp Usep Cars ComBINED 
“—e j 


ntage o! total cars solid) 


Percentage 


Year Repossessed 

1925 4.1 

1929 4.2 

193 5-4 

1931 8c 

1932 10.4 

1933 ee 

1934 5.3 

1935 vee 

1930 5.1 

1937 9.4 
Source 1925 )360 figure Iror Auton ¢ Daily 
\ {/mana 1937 1937 p es fror report { 
Nat ul A it Sale I ance ¢ inies, 


Do not these facts indicate the 
severity of loss to the consumer? 
Moreover, a 9.4% repossession figure 
understates the gravity of the situation, 
because it is only as a last resort that 
an installment buyer will suffer repos- 
session of the property he has acquired. 
Not only will such buyers curtail on 
the necessities of life such as food and 
clothing, but they will also draw upon 


Assume the 1937 substandard [as to down payment] 
23.3% Thus, ret sessions of 5% on the 76.7' 
tandard paper and 25% on substandard paper is 
equivalent t n over-all repossession figure of 9.6% 


their savings, if they have any, or eyey 
incur personal loans at high rates 9 
interest. Therefore, if 9.4% of cars wa 
repossessed in 1937, it is safe to assume 
that from 25% to 30% of installmey: 
buyers have found themselves in acy 
distress. 

Other illuminating studies indicat. 
that repossessions are around five time: 
the normal rate in the case of syb. 
standard paper. Applying this to 1937 
paper with a down payment of 2: 
or less, there was a probable reposses- 
sion figure of 20% to 25% of sales 
this classification.°® 

Those who refuse to recognize thy 
true situation state that the consume: 
is well able to judge his own financia 
position and not overextend himsel! 
They further contend that investiga 
tion by the finance companies ; 
effective check on overextension of « 
sumer credit. This point of view 


not coincide with the facts. Studies re- 


cently were prepared by or under th 


auspices of the two leading finance as- 
sociations. One indicated that about 


68% of repossessions occurred after 


] 


only one installment payment had b 
made, while the other showed t! 
26.5% of repossessions took place | 


fore any installment payment was 


made, and an additional 21% (tot 


cumulative 47.5%) after only one pay- 
ment was completed.® This record ind- 
cates that those causes which force¢ 


the buyer to submit to repossessio! 
existed at the time the original obliga 
tion was incurred, and exposes 
myth of consumer self-control 
adequate credit investigation by 
finance companies. 

Various studies, including one 
cently released by the new Install: 
approximately that reported for 1937. 

6 Owen L. Coon study prepared for Americar 
Conference, 1937; Milan V. Ayres study for Nat 
Association of Sales Finance Companies, March, 193° 


Fir 
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oT even Credit Unit of the Department of Com- It is not essential to debate the ques- 
ates of merce, seem to indicate that although tion whether this may be considered an 
AT'S Was serms it) December, 1937, were less ex- interest charge or whether it represents 
aSSUMe . 


EXHIBIT IV 


PrevAILING TiME-PAYMENT TERMS: PERCENTAGE OF TotaL Cities STUDIED 


] 


uimMent 


1 acut DECEMBER, 1936, AND DECEMBER, 1937 
1936 1937 1936 1937 
1: Minimum Down % A, % % 
1CICe Payment Cities Cities Maximum Terms Cities Cities 
> tim Under 33'44% 38.9 21.9 12 months and = 23.1 35.2 
if syh. | under 
0 10" 33.16% 47.6 53-7 18 months and 65.2 40.2 
over 
I 2 Cofs Good No down payment 13.1 9.8 6monthsandover 47.6 47.4 
Occec 10% and under 54.1 50.8 
20% and over 32.8 36.1 
- partment stores) 10% and under 78.6 78.6 Underi2 months 14.4 15.2 
12 months 19.0 20.2 
7e th 18 months 27.4 34.5 
- 24 months 11.9 9.5 
_— Re Nodown payment 17.6 11.8 24 months 17.6 32.9 
anc] 10% and under 90.5 87.3. 30 months re 12.9 
msel} 36 months 42.4 17.6 
Source: Installment Credit Unit of U. S. Department of Commerce, March 7, 1938. 
in in December, 1936, they cost of additional services. The real 
very liberal. Thus, according question involved is whether the masses 
| Jepartment ol Commerce, more EXHIBIT V 
10° Ol the reporting cities dis- FINANCE Costs - . 
terms of eighteen months and A. “Representative Installment Credit Rates 
pean ae P . Our Esti- 
: sed cars; while in this same meied % 
n 75.6% reported a prevailing _ Average 
d payment of 33144% or less. In ; ' Range of % Cost Cost 
y aymen II7S3 _ New Automobiles (including 
ie f soft goods, 9.8% of the cities asurance? 22-33 24 
1 no down payments, while Used Automobiles (including 
8% required 10% or less. In both ineurgnee) 35-47 ™ 
“t Refrigerators 8-52 17 
1936 and 1937 about 47% had pay- Discsiinens 6-56 40 
rms of six to twelve months. Radios 12-98 30 
About 78.6 of the cities provided Source: Pollock Foundation for Economic Research, 
; : 1935. 
iyment of 10% or less for B. Installment Credit Rates 
Exhibit IV). Range of 
% Cost 
g Cost of Financing New Automobiles (including insurance) 14-38 
S Electrical Appliances 13-23 
\side from the problems of install- _—Electrical Refrigerators 14-30 
there ate eanéliy erave Mail Order Goods _ _ ; 13-66 
' sn aes gee y & eve Source: Lewis A. Froman, ‘‘The Cost of Installment 
and social implications in the Buying,” XI HARVARD BUSINESS REVIEW 2, January, 
tallment financing. Various 1933. 
1: C. Installment Credit Rates 
licate that on the average, R 
: : ange of 
| costs arising from install- % Cost 
ving probably are around 20% Automobile Rates 12 30 
; ; ‘ Other Receivables 12-100 


peti: mpared with the cash Source: State of Wisconsin Banking Commission, 


he same items (Exhibit V). April 5, 1935. 
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can afford to divert an additional 25% 
for financing charges, or whether they 
need every penny for the actual neces- 
sities of life. The State of Wisconsin 
Banking Commission, after a careful 
investigation of this very problem, 
stated in 1935 that the costs to the 
consumer were excessive, ranging from 
12% to over 30% in the case of auto- 
mobiles, and from 12% to 100% in 
other receivables. 

That misrepresentation accompanies 
the high costs is too well established to 
require discussion.’ The Pollock Foun- 
dation for Economic Research found 
that in only one case out of sixty 
studies was the finance rate as repre- 
sented.’ The General Court of Massa- 
chusetts discovered that in 500 cases 
studied the true rate was double the 
quoted rate, while within the past few 
years the Federal Trade Commission 
forced the leading finance companies to 
cease advertising the “‘six per cent 
plan”? because the actual cost was al- 
most 12%. 

The Department of Justice also has 
initiated action against the leading 
companies because of alleged collusive 
practices between the automobile man- 
ufacturers and their financing subsidi- 
ary companies. The latest development 
is the tentative approval of a consent 
decree whereby Ford Motor Company 
and Chrysler Corporation would abol- 
ish certain financing practices, includ- 
ing “rebates”? to dealers for steering 
business to manufacturer-controlled fi- 
nance firms, and also imposing limita- 
tions on manufacturers’ control over 
choice of finance companies for con- 
sumer financing. 

The preceding discussion has indi- 
cated the unsound long-term trend of 
' This statement is based on findings of the State of 


Wisconsin Commission, the Indiana Commission, the 
Federal Trade Commission, the Pollock Foundation 
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installment terms, the extension of jp. 
stallment buying to soft goods, and 


U 


the problems of high costs and Misrep- 
resentation. What then are the effects 
of all this? From a_ viewpoint of 
fundamental economic policy, to what 
extent have these developments stimy- 
lated overbuying and a false standard 
of living and philosophy of spending? 
How far have they contributed ty 
temporary peaks in business activity 
and deepened the inevitable reaction 
by mortgaging future earnings? 

Various reliable studies indicate that 
the minimum cost of living (i.e., cost 
of providing the bare necessities of life 
per family is around $1,300 per year. 
The average family has an income of 
around this figure, if we may believe 
governmental studies. Yet the astoun¢- 
ing fact is that 37% of all families 
with an income under $1,000 per yea 
own and operate automobiles; and in 
the group from $1,000 to $2,000 per 
year, 65% own automobiles (Exhibit 

EXHIBIT VI 
IncoMES AND AUTOMOBILE OWNERSHIP 
IN THE UNITED STATES 
A. Comparison of Incomes and Cost of Living \ 
Automobile Ownership 


Per Per 

Week Year 

Average Income (factory workers) * 26 —s $1, 35 

Median Income (large cities) t 27 1,4 
Minimum Cost of Living (bare neces- 

sities only) t 25 1,30 


B. Auto Ownership by Income Groups 
Yearly Salary % Auto Ownershit 


Under $1,000 37 
$1 ,000-$2 , 000 6< 
$2 ,000O-$3 , C00 8 


* Survey of Current Business, February 19, 1938 
t Department of Commerce, Special Studies 
t Survey, National Industrial Conference Board. W.P.A. Surve¥ 


Source: U. S. Department of Commerce, 1937. 


t 


V1). It follows, therefore, not only that 
these groups are foregoing actual neces 
sities of life, but that because of inade 
for Economic Research, and other sources. 


§“Installment Credit Costs and the Consumer 
Journal of Business, January, 1935. 
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quate reserves they must be buying 
cars on time. This fact apparently 1s 
admitted by the automobile industry, 
since representatives of the leading 
ompanies recently agreed in a con- 

rence with the President that pro- 
wective purchasers should be allowed 
to divert only a certain portion of their 
‘ncome for installment buying. 


Installment Debt—Total Volume and 
“OQutstandings”’ 

Opin ions differ widely regarding the 
volume of installment sales in recent 
years as compared with the “‘pros- 
perous twenties.” The Department of 
Commerce estimates that total install- 
ment “on were $6,500,000,000 in 1929, 
$3,600,000,000 in 1935, $4,500,000,000 

1936, and about $5,000,000,000 in 
1937.2 This appears somewhat low in 
view of other estimates, perhaps be- 

the government figures exclude 
imer loans (used for install- 

it purchases) which probably ex- 
eded a few hundred millions of 
Russell G. Smith, President 
National Bank Division, Ameri- 

Bankers Association, says, “The 
lume of reported installment sales 

increased from slightly less than 

billions in 1935 to around six 
billions for 1937.1! The Interna- 


tional Statistical Bureau puts 1936 
ind 1937 installment sales at $5,200,- 
000,000 and $5,400,000,000 _respec- 


; Other sources estimate that 
1937 installment sales were nine or ten 
DI substantially above the 1929 


Will rd L. White, The Installment Credit Problem, 
U. 5. Department of Commerce, aya Is, 1937; 
also Alexander Dye, Director of the U. S. Bureau of 
F mn & D ymestic Commerce before * yuse Appro- 
pria Sub-committee, 

Ba article by Rolf Nugent in Banking, 
tr, 1937, p. 26. 


~ Bulletin of the American Institute of Banking, April, 





The data compiled by the Depart- 
ment of Commerce indicating that in- 
stallment sales were 13.0%of total retail 
sales in 1929, about 6.5% of retail sales 
in 1932, and 10.9%, 11.8%, and 12.2% 
in 1935, 1936, and 1937, respectively, 
have been widely quoted as a basis for 
stating that the trend and amount of 
installment sales present no cause for 
alarm. 

A more intensive study of the situa- 
tion reveals that volume figures deserve 
only secondary consideration, for the 
true measure of the economic effects is 
found in installment outstandings, since 
this is the measure of the degree to 
which the consumer is in debt. 

In this connection Mr. Malcolm 
Merriam, Chief of the Installment 
Credit Unit of the Department of Com- 
merce, estimates that average install- 
ment credit outstanding in 1937 was 
at least $2,861,000,000, which com- 
pares with average outstandings of 
$2,600,000,000 in 1929.'% Such an 
authority as Arthur Newton stated in 
November, 1937, that despite the fact 
the value of cars sold was almost $600,- 
000,000 less in 1936 than 1928, auto- 
mobile outstandings in 1936 were 242% 
of 1928.'4 Even the periodical of one 
of the large finance associations, which 
states that the volume of financing in 
1936 was but 70% of 1929, admits that 
average outstandings in 1936 were 
greater than 1929." Since that time, if 
we use as a sample the figures for year- 
end outstandings of leading companies 
in 1937, there has been an increase of 


1938, p. 148. 

12Tetter of A. W. Zelomek, President, International 
Statistical Bureau, February 15, 1938. 

13.4 Current Appraisal of Installment Selling, Febru- 
ary 2, 1938, p.12. 

14 American Finance Conference News, December 13, 
1937. 

18 Time-Sales Financing, October, 1937, p. II. 
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almost 20% (Exhibit VII)."° Do not ditionally show the most extrem ‘ 
these data amply establish that install- —_ variation in business. di 
ment credit is not contracted as the The practice of selling automobiles t) 
business machine nears the peak of the all who can afford them and in additioy in 
business cycle? to many who cannot (and this marginal o| 
; ree? group invariably is most optimistic and re 
Economic Consequence. most able to make forward commit. nr 
The experience of the past several ments at or near business peaks) results ¢. 
months vividly illustrates the dangers in increased sales on the upswing of the 
inherent in unrestrained installment cycle, reaching a magnificent crescend 
selling. It must be reiterated that there as it nears the peak. But the ensuing {a a 
is no quarrel with the principle of in- on the downswing is the more severe. 
stallment selling, but rather the prac- and we collectively land with a thud 
tical abuses of that principle, which Specifically, in years such as 1937 
have been causal factors in initiating some 5,000,000 motor vehicles 
EXHIBIT VII 
OuTSTANDINGS—LEADING FINANCE CoMPANIES 
December 31st (000 omitted) 
1936 1937 
Total 1929 Total Total Retail Total Total Reta: 
C mercial Investment Trust $184,000 $397 ,657 $318,000 $466,275 $381 
Commercial Credit Corporation 147 ,0O 242,694 181,00 307,446 213 
National Bond & Investment Company 39,707 35,358 46,535 30,834 
Associates Investment Company 11,0 $7,013 52,69 68 ,794 61,47 
lotal, All Companies $737,071 $587,048 $880,050 $695 , 307 
Increase, 1937 over 1936 20.4% 19 3 
Note: Almost $600,000 less value of cars were sold in 1936 than in 1929, but outstandings were up to 242 
1928, and volume up to 228% of 1928. 
Source: Arthur W. Newton, 4merican Finance Conference News, December 13, 1937. 
an economically unsound chain of sold, rather than 4,250,000 which might . 
events. well be sold even without the margi 
First, these abuses have stimulated buyers, and then in 1938 sales 1 
a greater than normal velocity and around 2,300,000 units rather than the ‘ 
amplitude of fluctuation in certain key 3,250,000 which otherwise might hav : 
industries, particularly automobiles. It been achieved. In other words, i 
is readily recognized that automobiles _ try transferred its inventories from t 
have a high unit value, and belong retailer to the consumer, and in 
in the classification of semi-durable period of digestion which must 1 
consumers’ goods. Nevertheless the tably follow, the automobile, radi 
breadth and speed of change in the other consumer industries find 
industry’s operations are comparable have produced at a level to meet 
with those of purely durable goods demand that was partially “ borrowed 
industries with a derived demand from the future. In curtailing, the: 
those “heavy” industries which tra- turn affect the profit outlook of ste 
"On the other hand, Time-Sales Financing estimates machine tool, and other “basi 
1 10% increase in installment outstandings in 1937 i . ay , 
dustries, which also must curtail to 4 : 


(October, 1937) 
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eater than normal degree, and the 
deflation is under way. 

The second major economic effect 
ived is based upon the relationship 


Inv 
retail sales. Installment sales decline 
rapidly than open credit or cash 
sles in periods of business contraction, 
nversely show the greatest in- 
se in periods of expanding business 
Thus in 1936 installment sales 
ed 25.4% over 1935, while open 
unt sales were up 14.5% and cash 
O7 17 


les 11.2%. 
Credit sales average around 33% of 

| sales, while installment sales ap- 
proximate one-third of credit sales 
11% of total sales). The all-important 
tandings”’ figures show that the 
amount outstanding on open 
in 1935 was about $1,291,- 
oo and in 1936 some $1,403,000,- 


\lthough retail open account sales 
increased by $1,059,000,000 (from $7,- 
14,000,000 to $8,073,000,000) the aver- 


mount of monthly outstandings 
1 only $112,000,000."" 

By way of contrast, installment sales 
$4,500,000,000 in 1936 compared 
$3,600,000,000 in 1935. Yet aver- 

installment credit outstandings in- 
about $444,000,000 (400% of 
‘open credit”’ increase), or from 
2,166,000,000 in 1935 to $2,610,000,- 
1936." Thus in 1935 retail in- 
sales volume was only 51% 
ount sales volume, but out- 

r installment credit was 168% 

tanding open credit; and in 1936 

ment sales were 55% of open 

iles, while average install- 
‘dit outstandings were 186% of 
open account outstandings. 


Vepartment of Commerce, Retail Credit 


Merriam, A Current Appraisal of Install- 


* 4 





In view of the further extension of 
“time” selling in 1937, it seems 
probable that this trend continued. 

These data show the greater speed of 
increase in installment volume and out- 
standings. It follows, therefore, that 
since the masses are contracting long- 
term obligations to enable them to pur- 
chase certain articles they desire, they 
perforce must curtail somewhat on 
other expenditures whether cash or 
“charge account.” The amount unfor- 
tunately cannot be measured quanti- 
tatively because at the very time 
installment sales are forging ahead, so 
too are other types of sales, because of 
the rising tide of business. It would 
seem, however, that the rapid gain in 
installment sales is a factor which 
lessens the rate of gain in other types of 
sales. 

There is but one possible alternative. 
Since the various segments of our eco- 
nomic organization are so interrelated, 
there is competition between industries 
as well as within an industry for the 
consumer’s dollar, and therefore com- 
petition occurs, not only on a price or 
quality basis, but rather in increasing 
degree on the basis of liberality of in- 
stallment terms. This induces an ex- 
tension of installment selling to new 
fields such as soft goods, where there 
is far less economic justification (see 
Exhibit VIII) than in the case of 
standardized products of a_ high 
unit value; and so accelerates the 
tempo of both up and down business 
movements. 

Analysis of installment contracts in- 
dicates that the average maturity ex- 
ceeds thirteen months.” Yet we have 
seen what can happen to employment 


19 Tbid., p. 4. 
2 Based on figures of the U. S. Department of Com- 
merce, Business Week, November 13, 1937, Pp. 53. 
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and pay rolls in three months. If we adequate. But after the peak is reache; 
accept established economic principles, | and business is descending, they 
we know that employment and pur- trying to pay off past obligations ang 
chasing power follow rather than pre- _ therefore, are not making normal py. 
cede business activity. The very people — chases of current necessities. 


EXHIBIT VIII 


INSTALLMENT SALES—% or ToTat SALES 


1927-1936 


Clothing Department 

Furni H usche ld _ - _ - - New Motor 
Year ture Jewelry Appliance Men’s Women’s U.S. WN. Eng. V ehicles* 
1927 42.¢ 15 1.7 1.4 6 6.5 58 
1928 43 15 1.7 1.4 6.6 7.8 58.1 
1929 43.5 15 1.7 1.4 7.0 8.4 62. 
193 44.7 6.7 1.6 1.4 ee 8.7 62.3 
1931 45.5 18.5 Es 1.5 75 8.2 62.8 
1932 45.9 16.7 1.1 1.2 6.5 7.2 54.¢ 
1933 48 18.7 1.3 1.4 7.7 7. 2\ 56.8 
1934 49.3 22.6 53.2 1.5 1.4 8.6 7.4 $4.4 
1935 48.7 24.3 54.9 1.5 1.6 9.7 8.7 C 
1936 48.8 25.9 54.5 1.5 2 11.0 9.5 60.9 
*Above data apply | née ars. Volume of automobile industry’s installment sales in 1936 was 228% of 1928, and 
standings were 242 % of 1936 (Arthur Newton, American Finance Conference News, December 13, 1937). 


Source: Time-Sales Financing I 


f Installment Selling, U. S. Department of Commerce, February 2, 1938, pp. 9ff. 

who buy on installment because they [In conclusion, the facts seem to i 
lack the funds for outright purchases cate that certain trends have develo; 
are the first to feel the pinch of wage in the field of installment selling, pr 
reductions or unemployment. Con- _ tices so harmful in their economic and 
versely, these persons make long-term _ social effects that they require inte 
commitments when business is boom- gent and permanent correction 


ing, prices are high, and wages are industry. 


} a 





_ October, 1937, p. 10. For related data, see Malcolm Meriam, 4 Current A ppraisa 
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THE ROLE OF GRIEVANCE MACHINERY IN 
UNION-MANAGEMENT RELATIONS 


BY IRA B. CROSS, JR. 


ORMALLY, the workers and 

the management of a com- 

pany have two points of con- 

tact in their relations with one another. 
The first of these is manifest in the 
rence between the top manage- 

of the company and the delega- 

om the union, the purpose of 


which is to negotiate an agreement be- 
tween the company and the union. 
Since the union officials are usually 


experienced in the ways of dealing with 
employers, and since the officials of the 
pany, even if they have had no 

in dealing with labor organiza- 

at least possess the executive 

nt and represent the policy- 
group of the company, these 
tions are in relatively competent 


ther point of contact is between 
resentatives of the workers and 
rst line of management supervi- 
foremen. In this relationship 
n involved normally do not have 
apabilities and experience which 
nducive to a rational considera- 

{ the problems at hand. 
In the comparatively recent relation- 
ships existing between companies and 
in the steel and automobile 
lustries, most of the parties involved 


expressed satisfaction in the negotia- 


ns which were carried on through the 


irst-mentioned point of contact. To a 
yreat extent the difficulties encountered 


no - ° 
the operation of the agreements 


from the friction which was 
erated between the foremen and the 
vorkers in the plants, and which was 


Vi 


in some instances sufficient to lead to 
actual stoppages of work in violation of 
the contracts. 

This article deals with the latter 
point of contact. Its chief conclusion is 
that the procedure or machinery estab- 
lished to handle complaints and griev- 
ances of employees as they may arise 
from day to day between management 
and organized labor is of prime sig- 
nificance, and therefore worthy of 
attention by both management and 
organized labor. 

The field of actual investigation was 
limited to the area immediately sur- 
rounding Boston, but within these con- 
fines an attempt was made to diversify 
the study by the inclusion of as many 
types of working agreements as possi- 
ble. The relations of unions in the print- 
ing trades, with their experience of over 
fifty years, were contrasted to those of 
the newer C.1.O. unions to determine 
the part played by time in developing a 
better understanding between manage- 
ment and the workers. Relative grades 
of skill among workers, different types 
of employment, and other such influ- 
ences were considered in an attempt to 
cut as much of a cross-section as possi- 
ble in the wide scope of available 
information. 

It was found that a study of the 
grievance machinery of any company 
could not be limited to mere details of 
operation but embraced the history of 
the company and the union, the 
personalities involved, and the general 
attitude of each toward the other. 
Thus, it was proved that grievance 
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machinery constitutes an integral com- 
ponent of the relationship between the 
company and the union. 

A good grievance machinery may be 
said to act as a safety valve for the 
workers, and, in addition, as an indica- 
tor for use by both union and manage- 
ve, the grievance 





ment. As a safety va 
machinery offers the workers a chance 
to get a hearing of their complaints and 
have action taken on them, rather than 
allowing little grievances to build up 
an attitude of ill-feeling which may at 
some time develop into a definitely 
dangerous condition. As an indicator, 
the grievance machinery can keep a 
record of the source of the grievances, 
and thus show the management and 
the union that conditions in certain 
sections of the plant warrant investiga- 
tion on the basis of the complaints 
brought to light. 

\ grievance may consist, for in- 
stance, in a charge of discrimination 
against a foreman for a work assign- 
ment which an employee feels he does 
a disputed 


not deserve. It may be 


question of promotion involving senior- 
ity of the man; or the workers in a shop 
may feel that one of their fellows has 
been unjustly discharged. In fact, any 
situation which may cause discontent 
among the employees may be classed as 
a grievance although, as is pointed out 
later, some provision must be made for 
the segregation of complaints which 
hrough channels 


should be handled 


t 
other than the established grievance 
machinery. 

Fundamentally, the various griev- 
ance machineries studied were of the 
same pattern. In accordance with the 
contract entered into between the 
union and the company, the employees 
select from among themselves a certain 
number of representatives who are 


stewards, chairmen, com- 


known as 
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mitteemen, or some other similar title 
These men are vested with the responsi- 
bility of representing the workers in the 
matter of complaints which may arise 
under the agreement. When a worke; 
feels that he has been aggrieved, }y 
takes his case to the shop representa- 
tive, whose task then is to attempt t 
arrive at a satisfactory solution of the 
grievance by dealing with designated 
representatives of the management 
Various forms of machinery provide for 
the appeal of cases from one level of 
authority to the next higher, and in th 
event a settlement is not forthcoming, 
provision may be made for the selectior 
of an outside party to act as a neutral 
arbitrator in making a final decision. 
Selection of Workers’ Representative 

In the establishment of a procedu 
for handling grievances, the decision 
to the number of stewards to have in a 
shop is usually made by the union, a: 
is, in the main, tempered by the layout 
of the plant in question. A workers’ 
representative should be easily avail- 
able to every employee in the plant, s 
that in the event a grievance arises th 
worker may register his complaint with 
a minimum disruption of the w 
routine. The easy accessibility to repr 
sentatives will probably result in t! 
filing of more complaints than wol 
otherwise be the case. This may 
regarded as an advantage, however: 
because it is highly desirable to hanak 
a dozen minor complaints to discover 
major grievance, which might not hav: 
been uncovered until some time lat 
except for the close proximity ol 
workers’ representative to the indi 
vidual employees. If relations betwee! 
the company and the union are su 
that representatives from both groups 
can consider the establishment 
grievance procedure in a mutual discus- 
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t is likely that the resultant plan 
better adapted to the needs of 
workers and the company. 
Zevardless of the individual nature 
grievance machinery there are 
general questions common to 
plans. For instance, should the 
rs elect their own representatives, 
ild the union appoint them? A 
: eal can be said for both sides of 
this particular question. In an indus- 
try unacquainted with employee repre- 
ion, except as it has possibly 
explained to the workers by 
zers during the period of strife, 
rkers may select as representa- 
men with more or less radical 
ies. This result is to be expected 
luring the formative stage of 
yn, the men who come most to 
ention of the workers are those 
the loudest shouting for the 
nd when the agreement is made 
tural to assume that these men 
tinue to voice their demands. 


Since it is very often this type of man 


recludes the formation of a feel- 
good faith between the company 
e workers, to have such a person 
otice of shop steward at the out- 
is more than unfortunate. 

On the other hand, if the workers’ 
entatives are appointed by the 
ther than elected, the men se- 
! will probably be of higher caliber 
vards, because the union, through 
its Own experience or that of 
its officers, is in a position to 
vhat qualities are most needed 
nan tor such a job. The selection 
entatives by the union may be 
tageous by reason of the fact that 
t deal more control over the shop 
sercised than would be possible 

*h a business agent alone. 
method of selection of the repre- 
tives by the union is undemo- 





cratic, and there may be charges against 
the practice from all sides. To modify 
the two extremes, and achieve the same 
end results, there are a number of pos- 
sible compromises. For instance, the 
union may reserve the right to appoint 
certain of the representatives if the 
system is large enough to require 
administrative officers to direct the 
shop stewards in their work. Or, if the 
workers in a shop are backward about 
putting up a man for the office of 
steward, the union may appoint a 
man. As another alternative the union 
may appoint the first shop stewards in 
starting a plan, and then turn suc- 
ceeding selections over to the workers. 
This last method preserves the eventual 
democratic operation of the scheme, 
but at the same time insures a good 
selection of men at the outset to assist 
in getting the plan under way smoothly. 

The union may exercise influence in 
a regular election by attempting to in- 
duce the better qualified men to run 
for office. Likewise, by attempts on the 
part of the union to educate the workers 
to the necessity of selecting the proper 
men by shop meetings before the elec- 
tion, much can be done to attain the 
desired end. 

Since the chances for misunderstand- 
ing between foremen and stewards are 
many in the opening moments of a 
grievance plan, the importance of the 
proper initial selection of the workers’ 
representatives is obvious. The best 
men should be assigned to these posts 
of responsibility because to a large ex- 
tent they can either make or break the 
relationship between the company and 
the union. 

Tenure of Office 

Various arrangements govern the 
tenure of office of the workers’ repre- 
sentatives. In one instance a repre- 
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sentative is elected for the term of one 
year with no provision for recall from 
office. In another, a petition signed by a 
certain number of workers can be used 
to recalla representative should his serv- 
ices be deemed unsatisfactory. In a 
branch of the garment trades, if the 
workers in a shop at any time desire a 
new chairman, it is necessary only to 
call a meeting of the workers and elect 
a new representative who automatically 
deposes the preceding chairman. In 
other instances, the union possesses the 
right to remove a representative should 
it be felt that he is unfit to continue in 
his position. 

It is interesting to note the contrast 
between the actual tenure of office and 
some of the provisions governing re- 
moval of stewards. In a number of 
garment shops, in which a new chair- 
man can be elected at the will of the 
workers, some chairmen have held office 
continuously for ten or fifteen years. 
In rare cases the reason may be that 
these men are the only workers in the 
shop who can read and write pro- 
ficiently. More often, they hold their 
jobs because of favorable working rela- 
tions which are maintained as the result 
of their ability, with the 
attitude of the employer toward the 


coupled 


employees. 

In other plants the shop stewardship 
is a stepping stone to a union job, and 
the men will work up through these 
shop jobs into something better within 
the union. In the older unions a steward 
may hold his job for three or four years, 
and then pass it on to someone else 
because a man may begrudge the loss 
of the time consumed by the position. 


Duties of the Steward 
The main job of the steward, nor- 


mally, is handling the grievances that 
arise in his area of responsibility in 
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the shop. He may collect dues for the 
union, inspect equipment before the 
workers take it out, and perform other 
tasks in addition to his work as an em- 
ployee of the company. 

The steward is in a peculiar position, 
There is a conflict between his job as 
the workers’ representative, in which 
he represents the workers in their de- 
mands against the management and 
performs certain duties for the union, 
and his work as an employee. In this 
position as a liaison man, however, the 
steward has the opportunity to do a 
great deal in the development of good 
industrial relations in the plant. 

There is another conflict in the stew- 
ard’s job, in so far as his allegiance to 
the union is concerned. For instance, 
if an employer wishes to work a few 
hours in excess of the limit stated in 
the agreement, and the workers wel- 
come this opportunity to pick up a few 
extra dollars, the shop steward must 
decide to report this violation of th 
agreement to the union officials, or let 
the matter slide by unnoticed 
that the workers can get the a 
pay. 

There is the possibility that the stew- 
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ard may be useful in a capacity beyon 
that of a mere handler of grievances; for 
example, he may act as a leader of the 
workers to carry word to them from the 
management, or assist the union i 
the activities of the organization. 
Some shops require that grievances 
shall be brought to the steward by the 
workers, whereas in other shops the 
steward solicits the grievances from 
the workers. The method followed has 
some influence on the type of job the 
steward will be able to perform. Ob- 
viously, there are likely to be mor 
complaints if they are solicited than 1! 
the workers have to bring them to the 
steward. However, the steward wh 
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licits is better able to act as a person- 
man in getting to know more about 
: wee Ss ee ble s. Thi 

‘ndividual workers’ problems. I his 
‘citation, however, is done with a 
sacrifice of time from the steward’s 
lar job, which may be objected to 


by the management. 


Payment of Stewards 

It can be seen easily that to set any 

proximate amount of time which 
h ye spent by the workers’ repre- 
-ntatives in the handling of grievances 
st impossible. A compensation 
scheme for stewards is sometimes de- 
vised so that the time spent by the 
man in the capacity of workers’ repre- 
sentative will not be objected to by the 


management. 
[n a shop where the steward loses but 
time from his regular work in 
suit of his duties, no provision for 
parate remuneration may be required. 
\s the time spent on grievance work 
increases, however, some method should 
be established to relieve the company 

m paying the steward for time spent 
outside his regular job. 

Possibly the best arrangement un- 
overed by the field study was that in 
which the company renders the union 
a quarterly statement of the average 
hourly earnings of the various shop 
ewards over the preceding three 
months’ period. The stewards keep a 

rd of the time spent on grievance 


business by means of “‘lost time”’ slips, 
which are rendered to both the com- 
pany and the union for each pay roll 


period. On the basis of the individual 

rage hourly earnings computed by 
the company, this “lost time” is de- 
lucted from the company’s pay rolls, 


al lis paid to the steward by the union. 


Phi encourages the union to exercise 
strict control over the disposition 
‘ stewards’ time. 


An interesting attitude is found in 
one of the longer established unions in 
its procedure for payment of repre- 
sentatives on union business. When the 
issue is one for which the company may 
be regarded as being responsible, such 
as trouble between a worker and a 
foreman, any lost time spent in meeting 
with the management on this grievance 
is paid for by the company through 
regular wages. Should the difficulty be 
in the nature of a wage adjustment, 
however, or some other alteration of the 
contract itself, then the union, instead 
of the company, pays the representa- 
tives for time spent in meetings. 


Segregation of Grievances 

The machinery for handling com- 
plaints is established to bring to light 
grievances which are troubling the 
workers. In other words, any occur- 
rence, no matter how slight, about 
which a worker feels aggrieved may be 
granted a hearing. 
. The contract between the company 
and the union is designed to settle 
all differences for the period of the 
contract, and its terms will not be 
changed until a new agreement is 
formulated. Therefore, the business 
handled through the grievance machin- 
ery should deal with any breach of the 
agreement or any misunderstanding 
arising under the agreement, but not 
with anything that attempts to change 
the terms of the agreement itself. If, for 
instance, the workers feel that a wage 
increase is due them in the middle of 
the life of the contract, such a matter 
should be handled through the union 
office and the business agent rather 
than through the shop stewards and the 
foremen. The lower ranks of company 
supervision have nothing to say about 
the management’s policies of wages and 
hours, and, therefore, such a case as 
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this should be taken by the union 
officials to the division of the manage- 
ment which is responsible for such 
changes. For this reason there should 
be some method of directing the vari- 
ous complaints into the proper channels, 
handled by the shop 


either to be 
referred to the union 


steward or to be 


y* 


officers. 

Many complaints are raised by the 
workers, especially immediately after 
the union has been formed, and almost 
invariably the grievance procedure is 
clogged by these complaints, many of 
which are not worthy of being called 
grievances. As was pointed out before, 
however, it may be well to have every 
little complaint brought to light in 
order that the workers may free them- 
selves of their grievances; at the same 
time minor complaints may well be 
sifted out before they are referred to 
the management. A considerable prob- 
lem exists in deciding whether a com- 
plaint is suitable to be considered as a 
grievance. In some of the older unions 
the men themselves know just how 
much they can complain about, but in 
a newly formed union the slightest 
friction may cause a complaint from a 
worker who desires a redress through 
the union. 

A number of methods have been de- 
vised to eliminate the petty grievances. 
For instance, a worker may be com- 
pelled to take his grievance first to the 
foreman. If he is refused by the fore- 
man, then he may go to the steward for 
assistance. The worker is thus put in 
the uncomfortable position of having 
to complain to his boss first, and then, 
if refused, to get the “‘ big brother,” the 
steward, to handle the case for him. 
This procedure may stifle many of the 
smaller complaints and some of the 
major ones, too, because a man does 
not want to appear to be too much of a 





Harvard Business ‘Review 


complainer in the eyes of his immediate 
superior. 

Another method is to have the 
worker go with his steward to the 
foreman to register the complaint. This 
action, of course, may again put the 
worker in an uncomfortable Position. 
but it will help the steward and th 
foreman to get the facts of the case: the 
three will be able to talk the matter 
over, and the worker will see the case 
handled in front of his eyes. This prac- 
tice has the disadvantage of taking the 
worker from his job, but in the long 
run, time may be saved through the 
quick settlement of cases, plus the 
reduced number of grievances whic! 
may be instigated. 

Another method used is to require 
the worker to state his grievance in 
writing before it will be considered. [i 


a formal complaint has to be made out, 
there will be less tendency to bring 
grievances. 

The use of these various devices t 
suppress petty grievances may have 
advantages but, as such, run counter t 
the idea of the grievance machinery, 
which is to afford workers a hearing { 
their troubles whether they be major or 
minor. 

The job of segregation of grievances 
should be that of the steward, who 
should have the ability to decide which 
grievances are worth while taking uy 
and which should be considered as not 
serious. There is the danger that the 
steward will not know enough about 
his job to sift out the good complaints 
from the bad. Such a possibility empha 
sizes again the importance of th 
method of selection of stewards. Th 
steward is in a uncomfortable positio! 
himself when he has to tell a fellow 
workman that a complaint he has } 
registered is not worthy of review 
the management. Furthermore, i! 
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| is not fairly competent, there is 
the danger that the worker may feel 
that his case is not being taken care of, 
and that he is being let alone to cool off. 


It was found that one union follows just 
s practice in shelving the complaints 
; thirty days, unless they are of an 


bidi t 


emergency nature, after which time 


are acted upon if the man still 


tewalt¢ 


5 UC 


et Is he has a case. 

In some of the older unions various 
‘rrangements are set up to give to the 
rkers themselves a referendum vote 
n the grievances after the initial re- 
| by the management. In a branch 
f the printing trades, the worker takes 
. grievance to his representative, called 
chapel chairman,” who in turn 
presents the case to the management 
through the foreman of the chapel 
shop). If an agreement is not reached 
between these two parties, a meeting of 
he workers in the chapel is called, at 
ich time the men decide whether 
they will authorize the chapel chairman 

push the case further. 
In many cases such a referendum 
uld be a mere formality because the 
rkers would always vote to push the 
ase through, regardless of the merits 
nvolved. In a shop, however, where 
workers have had years of experi- 
ence with good union-management re- 
ations, and where they are capable of 
ting intelligently in their own best 
terest, such a system is of great value 


arr 


ecause the men themselves determine 
what shall constitute the complaints, 
the y are able to afford their repre- 
tatives a true democratic repre- 


entation of their wishes in the matter. 


. LU } 
Grievance Procedure 


Regardless of the procedure which 
may be used, the workers should feel 
‘ree to make complaints whenever they 

ny on their minds. This attitude 





can be accomplished by giving the 
workers a feeling of confidence in the 
grievance machinery, and by designing 
a plan which is simple, operates rap- 
idly for the solution of complaints, and 
is understood fully by the workers. 

In a shop where some sort of em- 
ployee representation has preceded the 
newly formed union, the shock of 
the sudden acquisition of power by the 
unionized employees is not so great as 
would be found in a hitherto unor- 
ganized company. The experience gained 
through previous dealings with the em- 
ployer gives the workers a better idea 
of the type of demands that are justi- 
fiable and makes for a more intelligent 
approach to the new problems at hand. 

The actual procedure employed by 
the union in its grievance machinery 
will depend, as has been pointed out, 
on the men, the type of work, the lay- 
out of the plant, and the experience of 
the workers in dealing with the em- 
ployer. Each procedure varies from 
others in detail, although the basic 
principles are the same. For the sake of 
example two different versions of 
grievance machinery are described im- 
mediately below to show how widely 
differing procedures can be built on 
the same basic principle. 

One of the relatively new C.I.O. 
unions has a type of grievance ma- 
chinery which is extremely simple and 
works out very well in practice. Each 
shop crew at an annual meeting elects 
a shop steward. The management 
designates one of its number, usually 
a foreman, to be the representative for 
the company. When an employee feels 
that he has been aggrieved, he takes his 
complaint to the shop steward. The 
worker is supposed to talk to no one 
but the steward, and to cease work 
only long enough to tell his story to his 
representative, who then presents the 
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case to the management representa- 
tive. The steward and the representa- 
tive may then question the aggrieved 
employee about the circumstances of 
the complaint. If a solution satisfac- 
tory to both sides is not obtained, the 
steward has the right to go into the 
company’s office and call the union 
business agent on the telephone. The 
business agent takes the case up with 
the management representative and 
possibly with the manager of the plant, 
and barring an agreement on the issue, 
the business agent refers the case to the 
executive board of the union for advice 
as to whether to proceed further. If the 
officials of the union feel that the case 
is not worthy of being carried further, it 
is dropped and the full reasons for such 
action are explained to the aggrieved 
worker. If it is deemed wise to con- 
tinue the case further, an application 
may be made to the Massachusetts 
State Board of Conciliation and Arbi- 
tration for a hearing. A formal applica- 
tion for hearing with a statement of the 
issue and the reasons for the difficulty 
is referred to the State Board. 

This particular union has an uniquely 
valuable policy in regard to its rela- 
tions with the employers and the State 
Board. Each year when a new agree- 
ment is signed, representatives of the 
employers and of the employees go over 
the agreement in great detail with the 
State Board, discussing each point and 
coming to an understanding on every 
paragraph contained in the agreement. 
This conversation is taken down in the 
form of a stenographic record and 
mimeographed; copies are distributed 
to the union and the employers, and 
kept on file at the State House. When 
a complaint comes up under the 
agreement, it is only necessary to learn 
by reference to this transcript what the 
understanding or the interpretation of 
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the particular phase of the agreemen 
was. Thus the Board is given a bette; 
basis on which to decide the case a 
hand. Decisions of the Board are fina! 
and binding, and may at the discretion 
of the Board be retroactive to the ex. 
tent decided upon. This union js , 
relatively young union, and has done 
well to design a grievance procedure 
which is simple yet effective. 

In contrast, the more complicated 
set-up employed by one of the unions 
in the printing trades is outlined here 
to show how an organization with a 
background of bargaining experience, 
and with members of a relatively high 
level of intelligence, can use a system 
which could not possibly be used by 
some of the younger unions. . 

The chapel chairman, elected by the 
men for a six months’ term, receives 
the complaints from the aggrieved men 
and takes them to the foreman of the 
chapel. An interesting point here is that 
the foremen are members of the union, 
and should the union wish to discipline 
them, it can take away their union 
cards which means the loss of the jot 
because the shops are all closed to non- 
union foremen. Such deposed foremen, 
however, have recourse to appeal 
within the ranks of the organization. 

If the grievance is not settled infor- 
mally between the chairman and the 
foreman, the employees may call 2 
special meeting of the chapel by ob- 
taining the signatures of seven to ten 
men, petitioning a meeting within s 
many hours, at which time a discussion 
is held as to whether to press th 
grievance. If the chapel so wishes, !' 
may appoint a committee to invest 
gate the case further and approach the 
management again. If the chapel pre- 
fers to refer the case to the executiv 
committee of the union, it presents th 
grievance to this body of fifteen me! 
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who hold regular meetings. At this 
juncture, the foreman is called before 
the committee to state his case, and as 
4 result of this discussion, the executive 
committee decides whether to refer the 
‘ssue to the entire local for a referendum 
vote or to drop the matter. If the deci- 
sion is the former, the entire local votes 
as to whether the complaint shall be 
passed to the Loca! Joint Arbitration 
Board or to the executive council of 
the international union, depending on 
whether it is a case regarding the con- 
tract with an employer or a case dealing 
with union law. The Local Joint Board, 
which receives the case if it involves a 
contract, is composed of two repre- 
sentatives of the employees and two of 
the employers. In the event they are 
unable to reach a decision among 
themselves, they select a fifth man 
whose decision is final and binding. 
Two salient points in this scheme are 
worthy of comment. The first is the 
attempt on the part of the workers to 
be sure of the case they have, before 
carrying it up through the grievance 
machinery. If it is referred to the chapel 
meeting, to the executive committee, 
and to the entire local, a case must pos- 
sess a good deal of merit to be able to 
obtain the approval of all these men. 
Therefore, there is a good chance that 
the case may be won, and the union, 
with the approval of all its men behind 
it, will fight hard to win the case. 
In actual practice a number of the 
grievances drop out along the way 
because the men realize that the 
chances of winning particular cases 
are small. 
_ The second point of interest is the 
inclusion of the foremen in the union, 
and the position in which these men 


1 
al 
nnd 


| themselves when it comes to decid- 
ing courses of action in the shop. The 
‘aw of this union defines very strictly 


the rights of the foremen, and the fore- 
men must know these laws and rules 
so that when the “front office” sends 
orders to the shop which, if put into 
effect, would infringe on the union 
rules, the foremen will know what can 
be done within the rights of the 
agreement. 


Maintenance of Grievance Records 


The reduction of grievances to writ- 
ing and the keeping of a record of the 
cases as they proceed through the ma- 
chinery to an eventual disposition pos- 
sess advantages for both union and 
management. In a shop large enough 
to provoke a great many grievances, 
it is impossible for the company or 
the union to gauge the effectiveness 
of their respective representatives in 
the shop unless close check is kept of 
the cases in which they are involved. 
If, for instance, the records show that 
a certain department has had a larger 
than normal number of grievance 
cases, and that the steward has been 
winning his cases consistently, the 
management may conclude that there 
is something wrong with the foreman 
in the department. Conversely, if the 
steward is losing most of his cases, the 
conclusion would be that he is un- 
wise in instigating complaints which 
did not constitute justifiable grievances. 
By the expedient of shifting either the 
foreman or the shop steward to another 
department, the officials of the com- 
pany and the union can confirm any 
such beliefs founded on the record of 
the grievances. 

Further advantages gained by hav- 
ing a record of each grievance as it 
arises are obvious. For example, a 
classification of the complaints by type 
of grievance can be made periodically, 
from which it may be possible to deter- 
mine the need for, or the effect of, 
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corrective measures in the various 
departments. 


Appeal of Cases 

A corollary in this discussion of 
grievance machinery is that the appeal 
of cases should proceed up both sides of 
the machine at about the same level. 
The shop steward has the ability to deal 
with the foreman in his shop, but it 
should not be his job to carry a case up 
to the higher officials of the company, 
unless the firm is small. Beyond the 
first line of supervision the case should 
be turned over to the more capable 
and experienced representatives of the 
workers so that the discussion of the 
grievance will be between two men 
with a relatively equal understanding 
of the whole situation. 

The danger of “‘short-circuiting”’ in- 
dividuals in the appeal of grievances 
must be mentioned briefly. If, for 
instance, a case has not been settled by 
the foreman and the steward, and it 
has been turned over to the business 
agent, the recommendation is usually 
made that the foreman be consulted 
again by the business agent before the 
case is carried to the next higher level 
of management. The failure to observe 
this procedure may bring unnecessary 
rebuke to the foreman, and may breed 
a feeling of malcontent among these 
men whose cooperation is so highly 
desired. 

Many agreements have some provi- 
sion for reference of undecided griev- 
ance cases to an arbitration board when 
the established machinery of the com- 
pany and the union has been exhausted 
in an attempt to attain a solution. 
According to the industry, the case may 
be turned over to an established board, 
such as the Massachusetts State Board 
of Conciliation and Arbitration, or to 
one of the established boards found in 
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some branches of the garment trades 
The union and the employer may agree 
to select representatives of their own 
choosing, who in the event of a dead. 
lock shall elect a deciding party. As ap 
alternative, some form of neutral party 
may be established to step in and cast 
final and deciding votes on unsettled 
arguments. To have a tribunal of this 
kind to which disputants can turn jp 
the end is essential. Occasions inevi- 
tably arise in which a deadlock through. 
out the whole procedure can be broken 
only by calling in an outside party who 
can decide the issue from an objective 
point of view. The small number of 
cases which reach this level of dispute 
in the older unions, however, is surpris- 
ing as contrasted with some of the 
trades, in which a standing arbitration 
board is required to handle cases as 
they come up from time to time. 


Certain General Considerations 


Is any one system of grievance pro- 
cedure best for industry in general, or 
for certain types of companies in partic- 
ular? The answer to this question seems 
to be that although general concepts 
may be laid down for the establishment 
of grievance machinery, each situa- 
tion will find a plan differing in detail 
from the others. The reasons involved 
are obvious. Each plant has attacked 
its problems of handling grievances 
individually, and has built up on a basis 
of its own experience the plan which it 
feels best adapted to suit its needs 
There has been practically no pub- 
lished information on this subject, so 
that rather than being able to turn toa 
reference, and at least consult the 
experiences of others, a firm must 
proceed on its own initiative. Further- 
more, only recently, with the mass 


if 


organization of the workers throughout 
the country, has the real need for the 
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establishment of grievance machineries 
been brought to the fore. 

In the formative stage of the newer 
ns. when the excitement of strikes 
was still in the air, some groups of 
workers found that by striking rather 
than using the grievance machinery 
they could get much quicker action on 
their complaints. For many reasons, 
this feeling is leaving the younger 
inions as it left those unions which 
were organized many years ago, and 
the workers are relying more on the 
orderly settlement of their complaints. 

The new unions have been handi- 
capped to a further degree in installing 
grievance procedures in that they have 
been so occupied in obtaining their 
members and agreements that their 
administrative organization has been 
slighted, and proper attention has not 
been paid to the development of this 
phase of the relationship. 

One union worked with the regular 
type of grievance machinery for some 
time and discarded it, because, accord- 
ing to the business agent, the stewards 
were found to be incapable and guilty 

collusion with the employers. The 
procedure this union now uses is to 
have the workers bring up grievances at 
the regular meetings of the local, at 
which time such complaints may be 
turned over to the business agent for 
action. 

Referring to the thesis from which we 
started, namely, that the area involved 
in the foreman-steward relationship is 

greatest importance in the main- 

nce of effective labor relations, we 
may ask if steps can be taken to edu- 
cate the foremen and the stewards to 
their tasks, or whether their skill in 
andling situations will be best devel- 
' ped through the school of experience. 
‘Wo opposite viewpoints are found on 

question. Some of the unions feel 


unlo 


that the only way a workers’ repre- 
sentative can learn how to deal effec- 
tively with representatives of the 
employer is by actual contact and 
experience plus, perhaps, verbal advice 
from some of the old hands in the game. 
There is much to be said for this 
type of training, but, in the main, it 
represents the old-fashioned school of 
thought. Some of the newer unions are 
recognizing the advantages they may 
gain by offering their stewards and 
other officials theoretical instruction to 
augment their field experience. In some 
unions, the stewards are often called 
together in meeting, at which time 
some prominent outsider may address 
them on some phase of industrial rela- 
tions in an attempt to get the men 
thinking along broader lines. It has 
been rumored that one of the garment 
trade unions is planning to have a 
school for its members which must be 
attended by every candidate for union 
office. 

For the committeemen of the local 
lodges of the Steel Workers’ Organizing 
Committee, a booklet entitled ‘“Han- 
dling Grievances” has been issued in 
which a sincere attempt is made to 
outline the work done in establishing 
and operating grievance machinery in 
the steel industry. This common fund 
of knowledge, gained through experi- 
ence, is presented to the workers in all 
the organized plants in the hope that in 
this way some of the initial obstacles of 
getting the collective bargaining ma- 
chinery under way will be recognized 
and avoided. Plans have been drawn up 
for a part-time school of industrial 
relations which is to be attended, not 
only by representatives of the steel 
workers, but also by foremen and other 
company men. 

On the employers’ side of the picture 
one finds the recognition that the fore- 
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men in their position as the first line of 
management supervision hold an ex- 
tremely important post, and that in 
most industries today a foreman must 
have the ability to get along with the 
workers to a degree not required a few 
years ago. Consequently, there have 
been established schools for foremen in 
which the rudiments of the job are 
explained by someone in the organiza- 
tion, and the men have the advantage 
of being able to hear outside speakers. 
When a company realizes that the 
action of one foreman down on the line 
may set off a spark and cause a strike 
costing thousands of dollars, and that 
this mistake may be due to the fore- 
man’s ignorance, which have 
been corrected through the medium of 
a few classes on how to handle workers 


could 


and their problems, then the execu- 
tives of the company are thinking to 
the root of the problem. The money 
spent on foreman training should be 
returned many times over if this 
work is properly conducted by the 
management. 

Some foremen and superintendents 
say that all is well in their department 
or plant because the workers never 
have any complaints to make, and 
everything is running smoothly. This 
situation may be an illusion, because 
if there is no established channel 
through which grievances may be 
easily brought to light, the apparent 
serenity may be concealing friction 
and unsolved incidents that may be 
piling up into a backlog of trouble. 


f 


Conclusions 


This article is based upon a number 
of individual situations which to some 
extent have been sorted into major 
classifications. One of the greatest difh- 
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culties in making a study of this type js 
to recognize the individualities of each 
situation, a procedure which to a large 
extent precludes the use of generaljza. 
tions in discussing more than one jp. 
stance. The relatively short existence 
of most plans of grievance procedure 
further complicates the picture in that 
changes are being continually made 
toward improvement in_ operation, 
However, a few rather broad state. 
ments may be ventured to tie together 
to some extent that which has beep 
set forth above. 

(1) It is obvious that the importance 
of having a system by which workers 
can easily register their complaints as 
they arise and have them acted upon 
warrants the attention of both man- 
agement and labor. 

(2) Time plays a major role in de- 
veloping good industrial relations, bu 
a great deal can be done to reduce this 
breaking-in period. For instance, 
good selection of workers’ representa- 
tives, a thorough understanding of 
what the grievance plan is to do, and 
a cooperation by both company and 
union under the agreement all work 
toward this end. 

(3) Because the men involved at this 
level are not always of the intelligence 
and integrity which might be de- 
sired, much can be done in the way 


1 


worker- and foreman-training to im- 
prove the understanding between thes 
two groups of men. 

(4) In installing or perfecting a griev- 
ance machinery the individual com- 
pany can rely on general rules and th 
experience of others to some extent, 
but a thorough study of the company’s 
individualities will be necessary 
arrive at the formation of a gooe 
plan. 
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THE RECENT LITERATURE OF BUSINESS 
MANAGEMENT 


BY F. E. FOLTS 


PREAD before the writer is the 
eight-page Bulletin which an- 
nounced the detailed program of 
the Seventh International Manage- 
ment Congress held in Washington, 
D. C., in September. It lists eight gen- 
eral sessions of that body and thirty 
“Technical Sessions.”” The general 
meetings seem designed to meet the 


common interests of a large, inter- 
nationally diversified group. The tech- 
nical sessions obviously were expected 


to meet the more specialized wants of 
individuals. The work program of this 
urge body probably comes close to 
representing the thinking of manage- 
ment leadership in the world today. 
Analysis of this comprehensive pro- 
gram throws light on the question: 
What is on the management mind? 
The titles of nine of the sixteen papers 
esented in the general sessions clearly 
ite that the speakers were think- 
terms of social and economic 
nsibilities. Such titles as ‘‘Man- 
ement’s Responsibilities to Society,” 


“Human Aspects of Management,” 
“A Common Ground for Labor and 


Management,” “ Influence of Technical 
Progress on Social Development,” and 
al and Economic Aspects of 
Management” surely sound a clear, 


unmistakable keynote. The other seven 


listed in the general sessions pro- 


gram had closely allied titles; ‘‘ Devel- 


t of the Management Movement 
\ Review and an Interpretation,” 


~The Continuance of Free Enterprise,” 
lhe Unwritten Charter of Man- 
ire typical. 


Study of the Technical Sessions pro- 
gram reveals a different picture. One of 
these thirty sessions listed three sub- 
jects, as follows: ‘Organization for the 
Control of Manufacture,” “ Effective 
Production Planning and _ Control 
Methods,” ‘“*Modern Quality Control 
Technique.” For another session five 
subjects were scheduled, of which 
“Principles of Wage and Salary De- 
termination” and ‘Essential Con- 
siderations in the Establishment of 
Fair Wage Scales” are typical. 

The programs of the two types 
of meetings are very different. And 
therein lies industry’s problem, and 
management’s shortcoming. Industrial 
executives today are fully aware, pain- 
fully so, that they have social and 
economic responsibilities, make no mis- 
take on that score. A few of them 
realize concisely what that means, but 
many are regrettably vague on the 
subject. Further, it is difficult, if not 
impossible, to find an industrialist who 
basically objects to the performance of 
a social or economic function as such. 
These men are human, and being so 
would have no objection to scratching 
their names a few feet higher up on 
the rock face of human progress—if 
they but knew how to do it. Read 
again the titles of the general session 
papers of the Seventh International 
Management Congress if you do not 
agree with this statement. 

Men of industry are today, as they 
always have been, men of action, doers. 
Unfortunately they have thus far 
made only a little progress in carrying 
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over into their daily activities, tech- 
nical procedures, and decisions, the 
concepts characterized by the general 
session titles. The difficulty, in fact, 
the dangerous aspect of this situation, 
lies not so much in this lack of infiltra- 
tion as in the widespread failure to 
recognize that progress toward wider 
objectives will be made only through 
change and adaptation of technical 
procedures, once new objectives have 
been defined—or redefined, as the case 
may be. 

All too much present-day manage- 
ment thinking is carried on in two 
separate thought-tight compartments: 
one sort concerned with social and 
human problems; one part confined to 
operating procedures and techniques. 
Until the two are merged, neither will 
get far. As long as they remain sep- 
arate, management will face criticism 
and strife. To bring the two into daily 
operating harmony is the task which 
this and the succeeding generation 
must accomplish or such ground as 
has been gained will be lost, probably 
irretrievably. 


General Books 

Judged by this criterion, the most 
important book that has come to this 
reader’s attention recently is James J. 
Gillespie’s Principles of Rational Indus- 
trial Management.' Surface-wise it ap- 
pears to be a condemnation of what 
management literature captions as 
scientific management. Basically it is 
substantially more than that. Mr. 
Gillespie berates scientific management 
because it ignores the human element. 
He also insists that so-called scientific 
management is not actually scientific. 
3ut eventually the careful reader gains 
an understanding of his true position, 
' James J. Gillespie, The Principles of Rational Indus- 


trial Management. New York: Pitman Publishing 
Corporation, 1938. 244 pp. $4.00. 


and on page 206 we find our autho 
suggesting that the young executive 
receive training in such “works pro- 
cedures” as works planning, job analy. 
sis, job specifications, time and motion 
study, and the like. 

Wherein is The Principles of Rational 
Industrial Management an important 
addition to management literature’ 
First, consider its open challenge + 
scientific management as we know it 
The disciples of Taylor, Gantt, and 
Gilbreth have contributed much to the 
advancement of management, prob- 
ably more than any other identifiable 
group. But as their techniques have 
been developed, management has lost 
perspective. The techniques have be. 
come all-absorbing to those who have 
practiced and developed them. They 
become ends in themselves or sole 
means to an end. Thereby scientific 
management has become most lament- 
ably weak, perhaps to the point where 
it is today beginning to destroy itself 
Scientific management practices, and 
principles if there be such, ignore the 
human element as a human element 
Surely, they deal extensively with 
people, but with people as part of a 
system, not with people as human 
beings. That is what enrages Mr. Gi 
lespie, and we thank him for the vigor 
with which he brings us up short 
that score. 

Having condemned scientific man- 
agement for its basic failure, /7/ 
Principles of Rational Industrial Mar- 
agement proceeds systematically an¢ 
thoroughly to clarify for us the nature 
of the human element in_ industry 
The chapters on the “Industrial Sig 
nificance of Social Behaviour an 
Purpose,” “Leadership,” “The Prob- 
lem of Authority and Obedience,” ¢ 
a long, long way toward making clea’ 
the characteristics of the human et 
ment as the most important factor ! 
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‘ndustrial control. The significance of 
characteristics is roundly dis- 
cussed. Chapters VII, VIII, and IX, 

“The Social Function a the Beouseair 
Institution,” ‘General and Particular 
Criticisms of Economic Effectiveness,” 
and “Proposals for Increasing Eco- 
nomic Effectiveness,” are challenging 
reading for any thoughtful executive. 
The sociologist may say that Mr. 
Gillespie adds little to our knowledge, 
and may challenge some of his conclu- 
sions. Be that as it may, the consist- 
ency with which these human aspects 
are developed as management prob- 
lems is a distinct contribution to 
management literature. In this respect 
" book is much needed. 

t III is an interesting treatment 
of what the author believes to be right 
and wrong management thinking and 
right and wrong methods of solving 
management problems. At this point 
Mr. Gillespie begins to reveal his true 
position. If this reviewer has read 
aright, the author would not have us 
eschew all that body of practice known 
as scientific management. His plea is 
that we put it in its proper place. Scien- 
tiic management is mechanistic, no 
question there, and as such it is thor- 
ughly bad. Still it need not and should 
not be discarded, for it has much to 
fer. Scientific management should 
give us aid, not answers. Used with 
inderstanding and discretion, it is 
most helpful in utilizing and controlling 
the human element in business. 

Used mechanistically, motion and 
time study provides the one best way 


these 


of doing a job. Mr. Gillespie would 


t strenuously to that prevalent 
belief. The one best way for whom? 
For all workpeople who may be asked 
to do that job? Bosh! Are all people 
ike? No, of course they are not. But 
e best way of time and motion 


study ignores that all-important fact. 
There is no one best way for all; there 
may well be one best way for one 
individual. Should we scrap motion 
and time study? Certainly not. Let us 
recognize that there are human differ- 
ences. Let us make it clear to all that 
we so recognize, make it clear that we 
have no interest to create a mold for a 
task and then force all humans who are 
to perform that job into that mold. 
Then let us do our best to motion and 
time study that job and apply the re- 
sults thereof in such a way that each 
worker at the task can find his one 
best way. Motion and time study (to 
many the symbol of scientific manage- 
ment) could thereby be made more 
helpful than ever before. Certainly we 
should not scrap it. 

The lighting engineer determines 
that there should be 20 foot-candles of 
light at a certain type of work place. 
Should we assume that the provision 
of 20 foot-candles of light at all such 
work places will produce the best re- 
sults? Scientific management says yes; 
rational management (to use Mr. 
Gillespie’s term) says no. Scientific 
management says yes because it ig- 
nores human sight differences; rational 
management recognizes that important 
element of human difference and says 
no. Does that mean that the lighting 
engineer should not study the detailed 
illumination of our factory? Obviously 
the answer is no. We need scientific 
management. Even more, we need to 
recognize that it does not provide 
answers. As an aid to organizing and 
utilizing the all-important human ele- 
ment in business, it can be made to 
rank high, much higher than it ever has, 
as a contributor to business success. 

Unfortunately, Mr. Gillespie leaves 
us at this point. He tells us convinc- 
ingly that we must recognize that the 








120 Harvard Business ‘Review 


human side of business is human. He 
tells us what that human element is 
like. He tells us that the devices we 
have used do not give us answers, and 
he at least implies that they can be 
made valuable aids. Except as manage- 
ment learns how to deal with the 
human factor, Mr. Gillespie’s work will 
not take us far on the road of accom- 
plishment. We wish that Mr. Gillespie 
had developed that “how” for us. He 
might reply that in his chapters on 
management thinking (good and bad) 
he has pointed out the way. We will 
grant him that, and then insist that all 
he has done is to point out for us the 
beginning of the way. What the author 
of The Principles of Rational Industrial 
Management does not seem to recognize 
is that expression of what he so rightly 
believes in must, in so far as the indus- 
trial executive is concerned, be in terms 
of methods and devices. We are all too 
prone to belittle devices and say that 
it is understanding and policy that 
count. But that is unrealistic. Proce- 
dures and devices are important, in one 
sense all-important, for through them 
purpose and policy become action. 
What management needs, what man- 
agement wants, what some manage- 
ment is asking for, is information on 
the how-to-do-it side. 

Modern Management by J. E. Wal- 
ters? is typical of the other type of 
management thinking, is a fitting text 
for the technical sessions of the Inter- 
national Management Congress. It is 
a book on methods: 


It endeavors to give the procedures 
which modern industrial and business 
managers are actually using in the man- 
agement of their companies. 
2J. E. Walters, Modern Management. New York: 


ohn Wiley & oons, Inc., 1937. 337 pp. $3.00. 
7 37+ 337 PI z 
Preface, p. ix. 


The material is based upon: personal 

visits by the author to 42 industrial and 
business concerns, and information from 
233 companies, . the author’s consult. 
ing work in industry and his business 
experience; _ 
As a book it is similar to the severa] 
excellent like treatments of the subject 
that have become available from time 
to time. It has the virtue of being 
timely. It is open to the basic criticism 
that it is proceduristic, mechanistic. 
That author Walters is a disciple of 
the scientific method is evidenced early 
in the book. ‘‘ The application of science 
and the scientific method to industry 
seems to be the new frontier of modern 
management.’’4 

That this scientific credo may have 
its shortcomings is admitted by the 
statement: 


The modern manager’s persona! opin- 
ions, prejudices, and emotions may lead 
him astray; the application of scientific 
methods plus his personal opinion may not 
““May not” was used instead of “cannot” 
because it must be recognized that the 
manager has to deal with men, and that 
men are feeling people as well as thinking 
people, and that they must be managed 
with a recognition of feelings as well as 
facts.® 
Much as one might wish otherwise, the 
book deals with management almost 
exclusively in terms of “facts.” The 
scope of this treatment is indicated by 
the following quotation: 

Modern management may be defined a 
the scientific selection, control, and di- 
position of METHODS, MONEY, MEN, MATERI- 
ALS, MACHINERY, MAINTENANCE, MANUFA( 
TURING, MARKETING, and MEASUREMENT. 


One suspects that this book is typical 
of what Mr. Gillespie had in mind in 
4 See p. 2. 


© See p. 3. 
6 See p. 4. 
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his criticism of the failure of a recent 
American book to give due attention 
+o the human aspects of management 
home p. 47 of The Principles of Rational 
Industrial Management). In one respect 
‘t is much like The Principles of Ra- 
onal Industrial Management, it is sadly 
ne-sided; it differs from that volume 
‘1 that it fails to treat of the human 
element whereas The Principles of Ra- 
tional Industrial Management fails to 
icidate methods of application. 

In these two books we find the char- 
icteristic of present-day management 
literature: on the one hand, thinking 
in terms of basic concepts without a 

nsideration of applications; on the 

her, a treatment of methods and pro- 
edures which fails to consider the 

1man implications and impacts of 
these mechanisms. Neither type sup- 
plies management’s crying need. 

In general, books on management fol- 
w the Modern Management pattern. 
Organization and Management in In- 
lustry and Business by William B. 
Cornell? and Organization and Man- 
agement of a Business Enterprise by 
Karl D. Fernstrom, Robert F. Elder, 
W. P. Fiske, A. A. Schaefer, and B. A. 
(hresher’ are mechanistic treatments 
perhaps best suited for use as text- 

ks in elementary courses in general 

ness. That this is the avowed pur- 
if the Massachusetts Institute of 
l'echnology writers is clearly set forth 


in the preface to Organization and Man- 
agement of a Business Enterprise. The 
preface to Mr. Cornell’s book indicates 
i similar objective. 

Your reviewer’s reaction to these 


ks is that they too have failed to 


William B. Cornell, Organization and Management in 


Industry and Business. New York: The Ronald Piess 


» 1936. 802 pp. $4.50. 
Karl ) Fernst 


strom and others. Organization and 


Ee a ' ’ 
4 inagement of a Business Enterprise. New York: 
Harper & B; thers, 1935. 703 pp. $3.50. 





treat adequately the human and social 
aspects of the management problem. 
In attempting to bring the whole broad 
field of management within the con- 
fines of a single volume each has over- 
emphasized the procedures. Surely it 
is a basic mistake to allow a student 
to begin his studies in business man- 
agement with the notion that his task 
is to attain familiarity with practices 
and procedures in scientific manage- 
ment as that area is too commonly 
looked upon today. 

Grasp of the importance of the hu- 
man element can come none too soon. 
Mr. Gillespie includes in his book a 
training syllabus on management and 
commercial procedures. The first sec- 
tion is devoted to “‘Fundamentals’’; 
the first topics of that section are per- 
sonal and social instinct, and instinctive 
activity (p. 203). While your re- 
viewer would not subscribe completely 
to Mr. Gillespie’s program for man- 
agement training, he agrees wholly with 
the notion that indoctrination of the 
importance of the human element can- 
not begin too soon. 

Managerial Control by John G. 
Glover and Coleman L. Maze® is a 
somewhat puzzling work. The objec- 
tives of the authors are not clear to this 
reviewer. The book is essentially mech- 
anistic in its treatment although at 
times the interpretive efforts of the 
volume are excellent. Who would most 
profit from a reading of this book is 
not clear. 

In Higher Control by T. G. Rose” we 
have an example of a highly developed, 
specialized management device, con- 
trol through accounts. This is one of 
9 John G. Glover and Coleman L. Maze, Managerial 
Control. New York: The Ronald Press Company, 


1937. 592 pp. $4.50. 
10'T, G. Rose, Higher Control. New York: Pitman 


Publishing Corporation, 1935. 269 pp. $3.00. 
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the oldest, most pervasive of manage- 
ment devices. Its strength is well estab- 
lished; in the last decade its weaknesses 
have become much better known. It 
makes practically no recognition of the 
human element. It has its place in busi- 
ness, but as an exclusive basis for con- 
trol it has become more and more 
questioned. Higher Control adds some- 
what to a field that has already been ex- 
haustively exploited. The professional 
accountant and comptroller will find 
some of Mr. Rose’s techniques and 
procedures interesting. In the impor- 
tant sense of the phrase it is not a 
balanced treatment of the work of 
“*higher”’ executives. 


Special Treatises 

Within the last two years there have 
appeared several interesting books and 
monographs, each dealing with a re- 
stricted subdivision of management’s 
task. Compensating Industrial Effort by 
Z. C. Dickinson"? is a thorough study of 
wage payment methods and wage set- 
ting as a task of management. The table 
of contents of this volume promises 
much. Part I is entitled “‘Human Na- 
ture at Work”’; the three chapter head- 
ings are “‘Work, Incentives, and Types 
of Approach,” “Individual Differences 
in Human Capacities and Interests,” 
and “Instincts and Learning.”’ The 
treatment of these subjects is not so 
thorough or informative as that of one 
publication already discussed. The re- 
viewer believes, however, that this is 
progress in an important direction. One 
wishes that Mr. Dickinson had made 
more definite use of the concepts of 
Part I in the later sections of his book 


1Z, Clark Dickinson, Compensating Industrial 
Effort. New York: The Ronald Press Company, 1937. 
479 pp. $4.50. 

12 University of Michigan Bureau of Industrial 
Relations. Wage Determination by John W. Riegel. 


which discuss methods and practice; 
in much the usual proceduristic way 
Compensating Industrial Effort brings 
together in useful form most of the 
current practice in its area. It js , 
worthwhile book. It suggests that Mr 
Dickinson may some day go farther ang 
give us what we so greatly need {fo 
the improvement of our present-day 
methods. . 

Even more specialized is the study 
Wage Determination by John W. Rie- 
gel.'? It is a thorough, careful treatment 
of job analysis and the determination 
of wage levels. Management has been 
giving much attention and thought to 
these problems. Anyone interested in 
this work will find that Mr. Riegel’s 
report calls attention to danger points 
and contains much sound advice as well 
as presenting factual findings. Manage- 
ment needs more of just such works 

Of similar character is Profit Sharing 
for Wage Earners by C. Canby Balder- 
ston. '* The last two or three years have 
seen a revival of interest in this par- 
ticular device. Your reviewer doubts 
the permanence of this interest. Profit 
sharing implies loss sharing, and there 
is nothing to indicate that workers 
either appreciate this fact or are inter- 
ested in profit sharing once its transient 
nature and the risks involved are under- 
stood. The present impetus appears to 
be the result of two influences. Oc- 
casionally labor, becoming convinced 
of the immediate inability of a par- 
ticular business to raise wage rates, has 
sought assurance of future increases by 
means of the profit sharing route. 
Occasionally management has soughit 
to substitute profit sharing for wage 


Ann Arbor: University of Michigan Press, 
143 pp. $1.00. 

13C, Canby Balderston, Profit Sharing for Wage 
Earners. New York: Industrial Relations Counselo! 
1938. 164 pp. $2.00. 
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-ocrease, feeling that the effect on 

» wage bill will be less exacting. 
Neither of these motives is a sound 
basis for profit sharing. Successful 
profit sharing involves a long-range 
mmunity of interest not existent in 
the situations just described. 

Mr. Balderston has collected a large 
amount of material dealing with profit 
sharing both in the United States and 
‘) Great Britain. He analyzes the char- 
acteristics of many plans that have been 
adopted in the United States. He com- 
nares the experiences of these concerns 
with the British experience. Any ex- 
ecutive interested in profit sharing for 
workers should read and study this 
description of the experience of others 


Cf 


with this device. 

Profit-Sharing and Other Supplemen- 
tary-Compensation Plans Covering Wage 
Earners by F. B. Brower" is a much 
sketchier treatment of the same subject. 
While it includes a brief description 
f the chief provisions of 36 employees’ 
extra-compensation plans, its brevity 
letracts from its usefulness. Profit- 
Sharing Plans for Executives'® and As- 
uring Employment or Income to Wage 
Earners—A Case Study" are two other 
pamphlets by the same author. The 
former describes briefly 54 plans; the 
latter describes seven in detail. These 
ire essentially fact-reporting studies. 

Greater thoroughness would have in- 

ised their value. One of the seven 

me stabilizer plans described is 
f the Nunn-Bush Shoe Co. Au- 
Brower reports that the weekly 
| annual pay received by the em- 


| Industrial Conference Board Studies in 
Policy, No. 2, Profit-Sharing and Other 
iry-Compensation Plans Covering Wage 
F. B. Brower. New York: The Board, 
$1.00. 

Industrial Conference Board Studies in 
Policy, No. 6, Profit-Sharing Plans for 
F. B. Brower. New York: The Board, 





ployees of this company depends upon 
the “‘value of all shoes produced.” Just 
what this means is not divulged. Yet 
it is an important point. Cost-to-pro- 
duce is very different from wholesale 
price, which in turn is different from 
retail price. Volume of production is 
likewise very different from volume of 
sales. A footnote to the Nunn-Bush 
plan indicates that “ Most of the infor- 
mation in this section is taken from 
the booklet ... published by the 
company, dated October, 1936.’ The 
author should have dug deeper. 

Finally, your reviewer wishes to call 
attention to two books which, when 
judged on the basis of the criterion 
established at the beginning of this re- 
view, are unique. /ncentives and Con- 
tentment by Patricia Hall and H. W. 
Locke” is the story of what one British 
firm learned when it set out to deter- 
mine the effect of the wage methods 
the company employed upon the pro- 
ductivity and the reaction of its em- 
ployees. It is a book which every 
executive with an interest in the human 
side of his business should read. Fin- 
ished, he may remark that he found 
little that was radically new in it. True 
enough, but it is not how much he 
learns but rather the character of what 
he learns and what this study empha- 
sizes. The book is an accomplishment 
in that it brings out clearly some of the 
human problems of scientific manage- 
ment procedures. We need more such 
stories. 

Charles P. McCormick is president 
of McCormick & Co. and author of 


1938. 15 pp. $1.00. 

1% National Industrial Conference Board Studies in 
Personnel Policy, No. 7, Assuring Employment or 
Income to Wage Earners by F. B. Brower. New York: 
The Board, 1938, 19 pp. $1.00. 

1 Patricia Hall and H. W. Locke, Incentives and Con- 
tentment. New York: Pitman Publishing Corporation, 
1938. 202 pp. $1.00, 
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Multiple Management.** If you have not 
read this book, do so. This company 
has taken one of the oldest management 
devices, the management committee, 
and by humanizing it has revolution- 
ized its effectiveness. No attempt will 
be made here to tell the story of Mul- 
tiple Management. Let its originator do 
that. Strip the plan of its magnificent 
title and its nonessential details and 
you have left two things: a manage- 
ment device of much increased pro- 
ficiency; and a group of executives who 
have developed greatly and are con- 
tinuing to do so, because of the impact 
of the device upon them. Any execu- 
tive who feels a need for improving the 
caliber of his managerial personnel, or 
is desirous of greater cooperation among 
the individuals who make up his or- 


18 Charles P. McCormick, Multiple Management. New 
York: Harper & Brothers, 1938. 187 pp. $2.00. 


ganization, can very likely learn some. 
thing from the McCormick & (, 
experience. 


Even more important than its jim. 
mediate usefulness is the example which 
this plan sets. In studying the Program 
for the International Management 
Congress one wishes that the subjects 
scheduled for the general meetings 
had covered the subject matter of the 
Technical Sessions. Also that the Gen- 
eral Session Papers had dealt with 
many of the topics listed for the Tech- 
nical Sessions. One wishes that both 
groups of the meeting had retained in 
part their indicated viewpoints, apply- 
ing them in what appeared as the 
other group’s domain. That is the sort 
of thinking to action ends that man- 
agement in industry needs. That is 
essentially what is described in Mul- 
tiple Management. 


CORRECTION 


In the article entitled “The Branch Banking Situation and Outlook” by 
George W. Dowrie which appeared in the Summer, 1938, issue of the HARVARD 


h 


BUSINESS REVIEW, the data in Exhibit I, page 413, were attributed to the Reports 


of the Comptroller of the Currency. The source should have been given as 


“H. Parker Willis and John M. Chapman, The Banking Situation. New York 
Columbia University Press, 1934, p. 403.” 
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Accounting 

*New York State Society of Certified Pub- 
lic Accountants. 79378 Year Book. New 
York: The Society. 182 pp. 

*Paton, W. A. Essentials of Accounting. 
New York: The Macmillan Company. 


Sci pp. $5.00. 


Advertising 
*\ssociation of National Advertisers. Or- 
ution and Operation of the Advertis- 
ing Department. Volume IV. New York: 
The Association. 63 pp. $3.00. 
Wiseman, Mark. Before You Sign the Ad- 
srtising Check. New York: Harper & 


I ‘ . ‘a ~ 
Brothers. 129 pp. $2.50. 


Business Cycles and Forecasting 

Ha \lvin Harvey. Full Recovery or 
Stagnation? New York: W. W. Norton & 
Company. 350 pp. $3.50. 

Business and Economic History 

Bruck, W. G. Social and Economic History 


f Germany from William ITI to Hitler, 
038. New York: Oxford Univer- 


Press. 307 pp. $4.50. 
Business Law 
e, A. L. and Mandel, Morris. Business 


for Everyday Use. Philadelphia: 
C. Winston Company. 624 pp. 


Commodities and Industries 


“Benson, Philip A. and North, Nelson L. 
Keal Estate Principles and Practices. New 
York: Prentice-Hall. Inc. 599 pp. $5.00. 

“Davis, Hiram S. and others. Vertical Inte- 

in the Textile Industries. Phila- 
University of Pennsylvania 
istrial Research Department. 132 pp. 


| simon G. Argentine Meat and the 
british Market. Stanford University: 
t rd University Press. 301 pp. $3.50. 


received 





Kemnitzer, William J. Rebirth of Monopoly; 
a Critical Analysis of Economic Conduct 
in the Petroleum Industry. New York: 
Oxford University Press. 261 pp. $2.50. 

Menne, Bernhard. Blood and Steel; the Rise 
of the House of Krupp. New York: Lee 
Furman. 432 pp. $3.00. 

Norton, Laurence J. Financing Agriculture. 
Danville, Illinois: Interstate Publishing 
Company. 324 pp. $2.75. 

Stotz, Louis and Jamison, Alexander. H1s- 
tory of the Gas Industry. New York: Louis 
Stotz, Room 550, 420 Lexington Avenue. 
534 PP- $3.50. 

*U. S. Department of Agriculture, Com- 
modity Exchange Administration. Trad- 
ing in Commodity Futures. Washington: 
Commodity Exchange Administration. 


40 pp. 
Economics 


Babson, Roger W. and Stone, C. N. Con- 
sumer Protection; How It Can Be Secured. 
New York: Harper & Brothers. 215 pp. 

2.50. 

Beer, Max. Early British Economics. New 
York: The Macmillan Company. 250 pp. 
$3.25. 

Carr-Saunders, Alexander Morris and 
others. Consumers’ Co-operation 1n Great 
Britain. New York: Harper & Brothers. 
556 pp. $4.00. 

Chamberlin, Edward. The Theory of Mo- 
nopolistic Competition. Cambridge: Har- 
vard University Press. 253 pp. $2.50. 

Dixon, Russell A. and Eberhart, E. King- 
man. Economics and Cultural Change. 
New York: McGraw-Hill Book Com- 
pany, Inc. 561 pp. $3.00. 

*Hasek, C. W. Principles of Economics. 
New York: Prentice-Hall, Inc. 657 pp. 
$3.50. 

Hoyt, Elizabeth Ellis. Consumption in Our 
Society. New York: McGraw-Hill Book 
Company, Inc. 429 pp. $3.00. 
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Marcus, Evelyn B. Mastery Units in 
Economics, Present-Day Principles and 
Problems. New York: Colonial Book 
Company. 368 pp. $1.00. 

Mitchell, Broadus and Mitchell, Louise 
Pearson. Practical Problems in Econom- 
ics. New York: Henry Holt & Company. 
602 pp. $2.50. 

National Bureau of Economic Research. 
Publication No. 34. Commodity Flow and 
Capital Formation, vol. 1, by Simon Kuz- 
nets. New York: The Bureau. 514 pp. 
$5.00. 

*Phelps, Harold A. Contemporary Social 
Problems. New York: Prentice-Hall, Inc. 
833 pp. $3.50. 

Robey, Ralph West. Purchasing Power: an 
Introduction to Qualitative Credit Control 
Based on the Theories of Stephen A. Col- 
well. New York: Prentice-Hall, Inc. 176 
pp. $2.50. 

Schultz, Henry. The Theory and Measure- 
ment of Demand. Chicago: University of 
Chicago Press. 848 pp. $7.50. 

Selseth, Nicholas H. Baste Economics. Phil- 
adelphia: Dorrance & Company. 248 pp. 

2.50. 

Shackle, G. L. S. Expectations, Investment 
and Income. New York: Oxford Uni- 
versity Press. 119 pp. $2.75. 


Finance and Investment Management 


*Cowles, Alfred 3rd and associates. Com- 
mon-Stock Indexes, 1871-1937. Bloom- 
ington, Indiana: Principia Press. 511 pp. 
$6.00. 

*Edwards, George W. The Evolution of 
Finance Capitalism. New York: Long- 
mans, Green & Company. 445 pp. $4.00. 

Einzig, Paul, World Finance, 1937-17938. 
New York: The Macmillan Company. 
336 pp. $3.00. 

*Field, Kenneth. Corporation Finance. New 
York: The Ronald Press Company. 545 
pp. $4.00. 

Foreign Trade 
Relations 

Hubbard, L. E. Sovtet Trade and Distribu- 
tion. New York: The Macmillan Com- 
pany. 394 pp. $5.00. 

* Books received. 


and International 


Harvara Business ‘Review 


Ridgeway, George L. Merchants of Peac, 
New York: Columbia University Press 
431 pp. $3.75. 

*Sarkar, Nalini Ranjan. Indo-A mericay 
Trade Relations. New York: India Cham. 
ber of Commerce of America. 16 pp. so¢ 

Vakil, Chandular Nagindas and Maluste 
D. N. Commercial Relations between Indiq 
and Japan. New York: Longmans, Greey 
& Company. 233 pp. $3.75. 

*Young, John Parke. Jnternational Trad; 
and Finance. New York: The Ronald 
Press Company. 544 pp. $4.00. 


Government and Business 


Connery, Robert Hough. The Administra. 
tion of an N.R.A. Code. Chicago: Public 
Administration Service. 226 pp. $3.00. 

*Federal Tax Law with Explanatory Digest, 
Revenue Act of 1938. New York: Prentice- 
Hall, Inc. 166 pp. $1.00. 

*Michigan Business Studies, Vol. VIII, 
No. 3. The Cost Principle in Minimum 
Price Regulation by Herbert F. Taggart 
Ann Arbor: University of Michigan 
Bureau of Business Research. 337 py 
$1.00. 

*Spencer, William H. The National Raii- 
road Adjustment Board. Chicago: Uni- 
versity of Chicago Press. 65 pp. $1.00 


Insurance 


*Francis, Bion and Harwood, Sumner 
Accident and Health Insurance from the 
Victim’s Point of View. Cambridge 
American Institute for Economic Re- 
search. 64 pp. $1.00. 


Management and Labor Relations 


*Baker, John Calhoun. Executive Salaries 
and Bonus Plans. New York: McGraw- 
Hill Book Company, Inc. 298 pp. $3.59 

*tGillespie, James J. The Principles 0 
Rational Industrial Management. New 
York: Pitman Publishing Corporatio 
244 Pp. $4.00. 


*tHall, Patricia and Locke, H. W. /ncen- 


tives and Contentment. New York: Pitma! 
Publishing Corporation. 202 pp. $1.00 
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Book List 


*Hubachek, F. B. Annotations on Small 
Loan Laws. New York: Russell Sage 
Foundation. 320 pp. $3.00. 

*North Carolina Bankers Association Re- 


lalsey, George D. How to Be a Leader. 
New York: Harper & Brothers. 231 pp. 


% 
+ 


Macdonald, Lois. Labor Problems and the 

American Scene. New York: Harper & 
Brothers. 891 pp. $3.50. 

*\illis, Harry A. and Montgomery, Royal 
. Labor's Progress and Some Basic Labor 
Problems. New York: McGraw-Hill Book 
Company, Inc. 600 pp. $3.75. 

Reich, Nathan. Labour Relations in Repub- 

an Germany. New York: Oxford Uni- 
versity Press. 293 pp. $3.00. 

Richardson, J. Henry. Industrial Relations 
» Great Britain. Second edition. Wash- 

International Labor Office. 301 


*Canfield, Bertrand R. Sales Admintstra- 
tion Principles and Problems. New York: 
Prentice-Hall, Inc. 669 pp. $5.00. 

Colcord, David H. You, Too, Can Sell. 
Charlottesville, Virginia: Business Book 
House. 128 pp. $1.50. 

Dantwala, M. L. Marketing of Raw Cotton 
n India. New York: Longmans, Green & 
Company. 293 pp. $3.75. 

*Engel, George C. and Kahn, Martin QO. 
Profitable Specialty Shop Operation. New 
York: McGraw-Hill Book Company, 
Inc. 199 pp. $2.50. 

Maratta, James. How to Finance and Mar- 
ket Specialties and Inventions. New York: 
Council for Improvement of Specialty 
Selling. 109 pp. $1.00. 


*Phillips, Charles F. Marketing. Boston: 
Houghton, Mifflin Company. 799 pp. 

W iceler, Elmer. The Sizzle Book. New 
York: Prentice-Hall, Inc. 209 pp. 75¢. 


tT 


Wingate, John W. and Brisco, Norris A. 

Elements of Retail Merchandising. New 

: Prentice-Hall, Inc. 491 pp. $5.50. 
Money and Banking 


Harvard Business Research Studies, No. 


20. The Cooperative Banks of Mas- 
sacn by Donald H. Davenport. 
boston: Harvard University Graduate 


{ Business Administration. 63 
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Trends in North 
Raleigh: 


search Committee. 
Carolina Banking, 1927-1937. 
The Association. 152 pp. 75¢. 

Northrop, Mildred B. Control Policies of 
the Reichsbank, 1924-1933. New York: 
Columbia University Press. 405 pp. 
$4.00. 


Public Finance 


Bitterman, Henry J. State and Federal 
Grants-in-Aid. Chicago: Mentzer Bush. 
560 pp. $4.00. 

McDiarmid, John. Government Corpora- 
tions and Federal Funds. Chicago: Uni- 
versity of Chicago Press. 264 pp. $2.50. 

National Industrial Conference Board 
Studies, No. 240. Cost of Government in 
the United States, 1935-1937 by Lewis 
Henry Kimmel. New York: The Board. 
178 pp. $3.50. 


Public Utilities 


*Havlik, Hubert Frank. Service Charges in 
Gas and Electric Rates. New York: 
Columbia University Press, 234 pp. 
$2.75. 

Wilson, G. Lloyd and others. Public Utility 
Regulation. New York: McGraw-Hill 
Book Company, Inc. 586 pp. $4.00. 

Statistics 

*Michigan Business Studies, Vol. VIII, No. 
4. A Method of Isolating Sinusoidal Com- 
ponents in Economic Time Series by 
O. W. Blackett and W. P. Wilson. Ann 
Arbor: University of Michigan Bureau of 
Business Research. 58 pp. $1.00. 

*Social Science Research Council Bulletin 
No. 10. Research in Agricultural Index 
Numbers. New York: The Council. 
152 pp. 75¢. 


Transportation and Communication 


Andrews, Cyril B. The Railway Age. New 
York: The Macmillan Company. 156 pp. 
$3.00. 


+t Books reviewed in this issue. 


A History 


Ge rge ae 


of Transportation in Canada. New 
Haven: Yale University Press, 500 pp. 
$4 


General and Miscellaneous 


Burdick, E. Clark. Unemployment Relief 
it Taxation. New York: Samuel R. 

5 pp. $1.25. 

Cavana igh, Eleanor Sse compiler. Selected 

List of Current Foreign Financial Sources. 


New York: Special Libraries Associa- 


inison snry S. and Galbraith, J. K. 
Modern Competition and Business Policy. 
New York: Oxford University Press. 120 

*Donaldson, Elvin F. Business Organiza- 

n and Procedure. New York: McGraw- 


Hill Book Company, Inc. 589 pp. 
B4 
*Duddy, Edward A. and others. Business 


Correspondence and Office Management. 

American Technical Society. 
234 pp. $1.75 

Ekblaw, y E. and Ridgley, 
C. Influences of Geography on Our 
cconomic Life. New York: Gregg Pub- 
lishing Company. 658 pp. $1.84. 

Kahm, Harold S. New Business Oppor- 

for Today. New York: Harper & 


Douglas 


Sidne 


hers. 146 pp. $1.50. 
Macmillan, Harold. The Middle Way. New 
York: The Macmillan Company. 391 pp. 


*Owens, Richard N. Owens on Business 
Organization and Combination. Revised 
edition. New Yi rk: Prentice-Hall, Inc. 


¢ ~~ = 
; | 


708 p} 75. 
*U. S. Bureau of Foreign and Domestic 
Commerce. Market Research 
1938 Edition. Washington: Government 


Printing Office. 277 pp. 30¢. 


So uTrcées. 


FOREIGN PUBLICATIONS 
RECEIVED 

1936-37 Edition. Yoko- 

\sia Directory Publishing 


Pump 
Co., 1936. $7.50 


Asia Directory, 


Harvard Business ‘Review 


Ecole des Hautes Etudes commerciales, 
Le Crise des Echanges Internationays 
by Henri Truchy. Montreal: Editions 
Albert wes 1938. 187.pp. $1.00, 

—— conomiques. Vol. VI, 1936. 
557 pp. $5.00. Vol. VII, 1937. 450 pp. 
$5.00. Montreal: Editions Beauchemin, 

——. Les Illusions du Crédit by Louis 
Baudin. Montreal: Editions Albert Lé. 
vesque, 1937. 317 pp. $1.00. 

Kieler Vortrage. Die Preis politik im Vierja- 
hresplan by Josef Wagner. Kiel: Uni. 
versitat Kiel, Institut fiir Weltwirtschaft, 
1937. 18 pp. 1.60 RM. 

McGill University Social Research Bulletin 
No. 2. A Select Bibliography on Location 
of Industry by Douglas Moore Me. 
Donald. Montreal: McGill University, 
1937. 95 pp. Oo¢. 

Nederlandsch Economisch Instituut. No. 
19.On Econometrics by J. J. J. Dalmulder. 
88 pp. F. 1.50. No. 20. Linear Regres- 
ston Analysis of Economic Time Series 
by T. Koopmans. 150 pp. F. 2. No. 21. 
Production, Pricing and Unemployment 
in the Static State by W. L. Valk. 138 pp. 
F. 2. Haarlem: De Erven F. Bohn, 
N. V., 1937. 

Problémes de Politique Extérieure. Paris: 
Société des Anciens Eléves et Eléves 
de l’Ecole Libre des Sciences Politiques, 
1937. 223 pp. Fr. 18. 

Rae, P. M. The £.5.d. of National Defence. 
London: William Hodge & Co., Ltd., 
1937. 215 pp. 6/-. 

Sauvy, Alfred. Essat sur la Conjoncture a 
la Prévision Econom iques. Paris: Libraine 
Technique & Economique, 1938. 190 pp. 
Fr. 18. 

Schliebitz, Hans Helmut. Preisrevision im 
der gewerblichen Marktordnung. Berlin: 
Junter & Dinnhaupt Verlag, 1937. 143 
pp. 6.30 RM. 

Simey, T. S. Principles of Social Admins- 
tration. London: Oxford University Press, 
1937. 180 pp. I0/-. 

Universitat Kiel. Die Stabilisierung der 
wirtschaftlichen Entwicklung by Frank 
D. Graham. Jena: Verlag von Gustav 
Fischer, 1937. 23 pp. 
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